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PREFACE 

In  previous  editions  of  Atiditing — Theory  and  Practice  it  was 
possible  to  include  in  one  volume  a  full  discussion  of  general 
principles  and  in  addition  a  fairly  comprehensive  selection 
of  special  points  which  arise  in  the  audit  of  different  classes 
of  business.  Owing  to  the  demand  for  more  detailed  treatment 
of  some  of  the  important  problems  which  now  confront  the 
auditor,  it  has  become  necessary  to  devote  an  entire  volume  to 
general  principles. 

This  separation  of  the  general  principles  and  the  special 
points  is  not  intended  to  accentuate  the  distinction  be- 
tween the  two  branches  of  the  subject;  I  hope  that  the  student 
and  the  practitioner  will  find  something  of  value  in  each  volume. 
It  is  likely  that  the  greatest  help  will  be  secured  by  using  this 
volume  solely  for  reference  when  the  audit  of  a  particular 
enterprise  is  under  consideration.  Obviously  general  principles 
are  not,  and  cannot  be,  even  remotely  discussed  in  this  vt)lume. 

It  is  hoped  that  the  full  discussion  of  general  principles  in 
Volume  I,  coupled  with  their  appUcation  to  varied  enterprises 
as  outlined  in  the  pages  which  follow,  will  sufficiently  inform 
the  student  and  stir  the  imagination  of  the  practitioner  so  that 
when  a  concrete  case  is  in  hand,  these  two  volumes  will  assist 
in  doing  those  things  which  should  be  done  and  leaving  undone 
those  things  which  should  not  be  done. 

Much  of  the  material  in  this  volume  has  been  written  for 
me  by  those  who  know  more  about  certain  subjects  than  I  do. 
I  am  particularly  indebted  to  Mr.  Paul  E.  Bacas,  C.  P.  A.,  and 
to  Mr.  Hamilton  Howard  for  their  valuable  suf>ervisory  work, 
and  to  the  members  of  my  firm's  staff  who  have  contributed 
much  of  the  material  herein. 


iv  PREFACE 

As  more  fully  explained  in  the  introductory  chapter,  it  is 
impossible  to  exhaustively  discuss  any  one  enterprise.  With 
this  in  mind  I  shall  greatly  appreciate  comments  from  any 
who  think  that  more  adequate  treatment  should  be  given  to  any 
special  class  of  business. 

Robert  H.  Montgomery. 
no  William  St.,  New  York  City, 
October  2,  1922. 
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THEORY  AND  PRACTICE 


VOLUME  II 

SPECIAL  POINTS  IN  THE 
AUDIT  OF  DIFFERENT 
CLASSES  OF  BUSINESS 


CHAPTER  I 
INTRODUCTORY 

The  scope  of  twentieth  century  auditing  is  so  extensive  that 
there  are  very  few  industries  which  are  not  important  enough 
to  justify  an  entire  book  dealing  with  their  own  special  problems. 
The  Accountants'  Index,  published  by  the  American  Institute  of 
Accountants,  which  refers  to  little  more  than  titles  of  books,  and 
articles  on  special  subjects,  contains  1578  pages. 

Much  important  cost,  and  constructive  auditing  work  is 
being  done  by  specialists  for  whom  there  is  a  large  and  constantly 
increasing  field.  This  volume,  however,  is  not  designed  for  the 
specialist  who  seeks  light  regarding  his  specialty.  It  is  written 
expressly  for  students  and  for  those  who  desire  to  know  something 
more  or  less  technical  about  a  number  of  businesses. 

When  an  auditor  gets  away  from  the  general  principles  of 
auditing,  he  should  think  and  act  modestly.  Of  course,  we 
should  always  try  to  be  modest;  but  sometimes,  when  an  auditor 
knows  that  he  is  right  in  a  matter  of  good  practice  or  principles 
and  his  point  of  view  is  assailed,  modesty  must  be  abandoned 
and  courage  and  boldness,  and  other  less  admirable  traits, 
exhibited.  The  experienced  auditor  knows  that  in  practically 
all  businesses  it  is  possible  to  find  weak  spots  which  are  unknown 
to  the  management.  Perhaps  they  might  be  found  more  easily 
by  the  outside  specialist;  but,  in  any  event,  they  can  be  found 
by  the  auditor  who  is  merely  a  general  practitioner,  no  matter 
how  unfamiliar  he  may  have  been  in  the  past  with  the  special 
workings  of  the  special  business. 

In  Volume  I  the  general  principles  which  underlie  all  audits 
have  received  full  consideration.  The  rules  which  have  there 
been  formulated  and  discussed  will  serve  as  a  working  program 
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for  the  audit  of  any  concern.  Nevertheless,  it  is  of  great  value 
to  an  auditor  to  acquire  special  knowledge  of  as  many  kinds  of 
business  as  possible.  In  this  volume  an  attempt  is  made  to 
suggest  the  possible  weak  spots  or  points  requiring  some  technical 
knowledge,  or  those  of  the  greatest  importance  in  as  many 
different  enterprises  and  classes  of  enterprise  as  may  be  dis- 
cussed in  a  single  volume.  The  tact  which  all  successful  audi- 
tors possess  receives  its  greatest  test  when  the  auditor  is  asked 
how  he,  who  knows  nothing  about  a  particular  business,  expects 
to  teach  those  who  have  spent  a  long — and  usually  successful — 
life  in  doing  nothing  else.  In  his  reply  the  auditor  must  be  as 
"cunning  as  a  serpent  and  as  harmless  as  a  dove."  He  must  at 
once  proclaim  himself  a  student  rather  than  a  teacher.  He  must 
put  the  other  on  the  defensive  by  asking  this  question.  "In 
view  of  my  long  and  varied  experience  in  other  lines  of  business, 
is  it  not  possible  that  after  looking  through  your  records  I  may 
find  something  of  interest  which  may  or  may  not  be  valuable? 
And,  if  I  find  something,  do  you  not  wish  me  to  report  it  to  you 
for  what  it  is  worth?"  No  sensible  or  intelligent  man  will,  or 
can,  say,  "No."  It  is  a  strategic  move.  It  shifts  the  burden 
from  the  auditor  to  his  client.  In  preparing  his  report  the 
auditor  should  be  careful  to  submit  his  conclusions  as  suggestive. 
Most  important  of  all,  those  comments  or  suggestions,  other 
than  those  which  directly  affect  the  balance  sheet  or  income 
account,  should  be  separately  reported.  Even  though  there  is 
reason  to  believe  that  there  is  no  objection  to  an  inclusive 
report,  separate  reports  should  be  made  because  it  is  impossible 
to  foresee  the  uses  to  which  audit  reports  may  be  put.  Even 
when  the  auditor  has  secured  a  specific  request  for  comments 
and  criticisms,  he  should  state  in  writing  that,  in  view  of  his 
obvious  unfamiliarity  with  every  phase  of  the  business,  the 
suggestions  may  not  be  in  order  but  that  they  are  submitted 
for  what  they  are  worth.  In  taking  this  position  the  auditor 
has  everything  to  gain  and  nothing  to  lose.  If  the  suggestions 
are  not  valuable  he  will  receive  credit  for  modesty  and  a  desire 
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to  be  helpful.  If  the  suggestions  are  valuable,  even  though 
their  merit  is  not  recognized  at  the  time,  the  credit  will  be  more 
substantial. 

When  the  auditor  passes  from  the  consideration  of  general 
principles  to  the  verification  of  features  which  are  not  common 
to  more  than  one  enterprise,  he  should  be  modest  but  not  timid. 
After  all,  commercial  business  rests  on  the  sale  of  goods  or  ser- 
vices. Those  features  which  are  not  common  to  all  can  usually 
be 'superficially  studied  in  a  few  hours.  No  matter  how  large 
or  how  small  a  business  may  be,  it  pays  to  examine  the  methods 
employed  to  record  sales  and  deliveries.  Sometimes  it  is  possible 
to  judge  a  whole  enterprise  by  the  care  and  intelligence,  or  lack 
of  care  and  intelligence,  displayed  in  the  keeping  of  primary 
records. 

One  of  the  major  considerations  in  a  survey  of  the  adequacy 
and  condition  of  accounts  is  the  segregation  of  items.  When 
all  of  one  class  of  items  are  entered  in  one  book,  or  in  one  column 
of  a  book,  or  on  separate  pieces  of  paper,  the  aggregate'  may 
readily  be  ascertained.  When  more  than  one  class  of  items  are 
recorded,  so  that  the  aggregates  cannot  readily  be  ascertained, 
opportunities  for  valuable  compilations  are  lost.  It  is  surprising 
and  almost  disheartening  to  find  so  many  systems  (so-called) 
which  mingle  items  of  widely  different  character.  It  is  the  differ- 
ence between  intelligence  and  the  lack  of  intelligence.  Perhaps 
it  is  due  to  ignorance,  rather  than  stupidity,  although  those  who 
are  in  charge  of  accounting  records  and  those  who  use  accounts 
can  hardly  be  called  ignorant.  Compare  the  ordinary  sales 
book  or  journal  with  the  cash  book  kept  by  George  Washington. 
It  is  possible  to  consult  the  accounting  records  he  kept.  He 
separated,  in  the  original  books,  what  were  known  as  allowable 
and  unallowable  expenditures.  In  other  words,  he  kept  accounts 
intelligentVy.  When  starting  the  audit  of  an  enterprise  with 
which  an  auditor  is  not  familiar,  he  can  at  least  determine 
whether  or  not  there  is  a  logical  and  usable  segregation  and  aggre- 
gation of  the  units  of  production,  .or  sale.    If  there  is,  he  can 
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quickly  grasp  the  important  phases  to  be  investigated  and  veri- 
fied; if  there  is  not,  he  will  be  compelled  to  analyze  and  compile 
and  thus  not  so  quickly,  but  just  as  surely,  gain  some  knowledge 
of  the  special  features  involved. 

There  is  available,  in  almost  every  industry,  a  vast  quantity 
of  data  regarding  the  industry  as  a  whole  and  much  information 
regarding  single  enterprises.  To  an  auditor  parts  of  this 
information  are  invaluable.  In  reporting  upon  the  business  of 
one  client  he  must  avoid  comparisons  which  arise  from  confiden- 
tial information;  but  he  can  use,  to  the  fullest  extent,  any  trade 
statistics  which  are  published.  Furthermore,  the  possession  of 
comparative  data  enables  an  auditor  to  check,  as  reasonable  or 
otherwise,  the  percentages  and  ratios  and  other  conclusions 
reported  by  him. 

The  most  available  and  fruitful  sources  of  information  are 
trade  associations.  The  auditor  should  inform  himself  as  to 
the  existence  of  such  associations.  In  taking  up  a  particular 
audit  or  investigation  he  should  obtain  all  recent  and  available 
literature  or  statistics  bearing  on  that  industry. 

The  Chamber  of  Commerce  of  the  United  States,  on  August 
II,  1922,  published  the  following: 

A  recent  inquiry  sent  trade  associations  brought  the  following  returns 
as  to  their  activities  in  serving  their  members  along  statistical  lines — the 
number  prefixed  to  each  item  indicating  the  number  of  associations  rendering 
each  classified  service: 


16  Production 

13  Stocks  on  hand 

28  Shipments 
17  Orders — new 

10  Sales 

2  Product  consumption 

10  Orders — cancelled 

5  Raw  material  consumption 

20  Orders — unfilled 

2  Raw  material  stocks 

4  Plant  capacity 

9  Credit  information 

4  Plant  operation 

3  Advertising 

12  Operating  costs 

2  Purchases 

8  Wages 

2  Markets 

5  Number  of  employees 

I  Terms 

3  Imports 

The  foregoing  is  suggestive  only,  yet  it  will  be  noted  that 
twelve  trade  associations  distribute  to  their  members  information 
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regarding  operating  costs.  Would  it  not  be  humiliating  to  an 
auditor  to  discover,  after  the  rendering  of  a  report  dealing  with 
specific  phases  of  the  business,  that  there  were  available  and  in 
the  client's  possession  more  valuable  suggestions  regarding  the 
same  matters  than  those  contained  in  the  report?  When 
practicable,  standardized  forms  which  have  been  adopted  by 
industries  are  reproduced  herein.  When  the  forms  are  public 
documents,  readily  available  to  all  who  desire  them,  such  as 
those  prescribed  for  public  utilities,  the  forms  are  omitted  in 
order  to  keep  the  limits  of  this  volume  within  reasonable  bounds. 


CHAPTER  II 

FINANCIAL 

(Part  I) 

In  this  chapter  will  be  discussed  the  special  features  to  be 
considered  in  the  audit  of  national  and  state  banks,  savings 
banks  and  trust  companies. 

NATIONAL  AND  STATE  BANKS 

Bank  Examinations 

In  recent  years  the  subject  of  batik  examinations  has  re- 
ceived much  more  attention  than  formerly.  This  is  largely  due 
to  the  passing  away  of  the  opinion  once  held  by  many  bank 
directors  that  the  examinations  made  by  government  examiners 
for  the  Comptroller  of  the  Currency  and  for  the  banking  com- 
missioners of  the  various  states  covered  all  that  was  necessary 
in  the  way  of  inspection  of  a  bank's  condition  and  accounts 

The  section  of  the  Federal  Reserve  Act  of  19 13  relating  to 
national  bank  examiners  provides  for  their  appointment  and 
control  by  the  Comptroller  of  the  Currency,  but  their  salaries, 
which  were  formerly  paid  in  fees,  are  now  fixed  by  the  Federal 
Reserve  Board.  Although  the  Comptroller  of  the  Currency  is 
required  by  law  to  have  examinations  made  of  all  national  banks 
several  times  each  year,  the  Federal  Reserve  Board  has  authority 
to  order  special  examinations  whenever  it  desires. 

At  the  present  time  there  are  five  bodies  of  bank  examiners: 
those  of  the  Federal  Reserve  Board,  who  examine  the  regional 
federal  reserve  banks,  including  branches;  those  of  each  federal 
reserve  bank,  who  examine  the  state  banks  in  their  respective 
districts  which  are  members  of  the  federal  reserve  system;  the 
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examiners  from  the  office  of  the  Comptroller  of  the  Currency, 
who  examine  all  national  banks;  those  appointed  by  the  various 
states,  who  examine  the  state  banks;  and  those  who  examine  the 
banks  which  are  members  of  the  various  clearing  houses. 

Centralization  of  Examinations. — Many  observers  have 
felt  that  centralization  or  at  least  unification  of  bank  examina- 
tions would  do  much  to  promote  the  efficiency  of  our  banking 
system  and  would  eliminate  much  of  the  present  duplication  of 
work.  This  thought  is  well  expressed  by  Mr.  James  B.  Forgan, 
Chairman  of  the  Board  of  Directors  of  the  First  National  Bank 
of  Chicago,  in  his  address  before  the  Clearing  House  Section  of 
the  American  Bankers'  Association. 

In  regard  to  the  extension  of  the  mutual  system  of  examination  to  dis- 
tricts, may  we  not  hope  that  as  the  Federal  Reserve  system  develops,  such 
satisfactory  examination  bureaus  may  be  established  for  each  of  the  twelve 
Federal  Reserve  districts,  in  their  Federal  Reserve  banks,  as  will  make 
clearing  house  examination  bureaus  unnecessary,  not  only  for  the  districts, 
but  also  for  the  large  cities.  This  it  seems  to  me  would  be  a  beneficial 
development  of  the  Federal  Reserve  system  well  worth  striving  for.  It 
would  necessitate  some  changes  in  the  present  laws.  A  law  woiUd  be 
necessary  to  do  away  with  the  present  dual  authority,  by  transferring  to 
the  Federal  Reserve  Board  the  duties  and  the  department  of  the  Comp- 
troller. 

The  country  has  become  too  large  and  the  national  banks  too  nimierous 
for  one  man  in  Washington  to  undertake  the  supervision  of  them  through 
the  reports  of  his  examiners,  while  the  state  banks  as  they  join  the  Federal 
Reserve  system  come  directly  under  the  jurisdiction  of  the  Federal  Reserve 
Board,  but  remain  beyond  that  of  the  Comptroller. 

The  splitting  up  of  the  Comptroller's  examination  bureau  into  twelve 
bureaus  in  charge  of  the  twelve  Federal  Reserve  agents,  as  representatives 
of  the  Federal  Reserve  Board,  in  whom  would  be  vested  supreme  authority 
and  the  right  of  final  decision  and  action,  would  greatly  simplify  the  work 
and  increase  the  efficiency  of  governmental  supervision. 

Examiners  could  be  gradually  trained  and  developed  under  civil  service 
rules  in  the  Federal  Reserve  banks  and  would  become  members  of  their 
official  stafis  on  fixed  salaries.    All  examination  reports  could  be  made 
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in  the  first  instance  to  the  Federal  Reserve  agent  of  the  district  and  by  him 
forwarded  to  the  Federal  Reserve  Board.  At  the  same  time  certified  copies 
of  them  could  be  sent  to  the  presidents  of  the  banks  examined  for  the  use 
of  the  directors,  who  could  be  individually  notified  of  that  action.  Legal 
authority  could  be  given  the  Federal  Reserve  Board  to  see  that  all  state- 
ments of  member  banks  rendered  to  it  and  published  to  the  public  should, 
in  its  opinion,  with  reasonable  accuracy,  approximately  disclose  their  true 
condition,  and  to  expel  from  the  system  any  bank  that  persisted  in  pub- 
lishing grossly  erroneous  statements  after  the  attention  of  its  directors  had 
been  drawn  to  the  facts. 

The  State  banking  departments  might  be  induced  to  rely  on  the  reports 
of  the  Federal  Reserve  examiners  in  regard  to  State  banks  that  have  joined 
the  Federal  Reserve  system.  Certified  copies  of  such  reports  could  be  sent 
them  by  the  Federal  Reserve  agents. 

Before  such  a  system  could  be  made  eflFective,  it  would  be  necessary 
that  there  should  be  a  large  influx  into  the  Federal  Reserve  system  of  State 
institutions  doing  a  commercial  banking  business.  A  fair  start  has  already 
been  made  along  this  line,  which  will  increase  in  momentum  as  the  State 
banks  feel  their  necessity  for  it  and  realize  more  fully  the  benefits  to  be 
derived  from  belonging  to  the  system. 


Results  of  Examinations. — Notwithstanding  government 
examinations,  rep>orts  of  bank  failures  and  defalcations  are  fre- 
quent, and  subsequent  investigation  has  often  brought  out  the 
fact  that  the  defalcations  had  been  more  or  less  cleverly  con- 
cealed for  a  period  of  years. 

Government  examiners  should  not  be  too  sharply  criticized  for 
their  failure  to  detect  such  conditions,  since  the  time  allowed  for 
separate  examinations  is  limited,  and  it  is  physically  impossible 
for  them  to  make  thorough  audits  within  the  time  available. 
Again,  it  must  be  remembered  that  the  chief  object  of  these 
examinations  is  to  ascertain  that  the  banks  are  solvent  and  are 
complying  with  the  law.  Some  degree  of  protection  is  afforded 
depositors  by  these  examinations,  but  the  examiners  do  not 
represent  the  stockholders  or  the  directors,  and  the  directors 
should  not  regard  the  work  of  the  examiners  as  being  done  for 
their  benefit. 
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Examinations  by  Clearing  Houses. — Because  of  the  agita- 
tion for  government  guarantee  of  bank  deposits,  in  which  case 
losses  would  probably  be  paid  from  a  fund  sustained  by  a  tax 
levied  against  the  banks,  the  latter  have  in  some  large  cities 
made  a  determined  effort  to  allay  public  feeling  by  decreasing 
the  number  and  size  of  bank  failures.  The  outcome  of  these 
efforts  is  that  in  some  cities  all  of  the  local  banks  clearing  their 
cheques  through  the  clearing  houses  are  now  examined  period- 
ically by  salaried  examiners  appointed  by  the  clearing  house 
associations. 

Clearing  house  examiners  have  been  appointed  in  compara- 
tively few  cities,  and  in  some  quarters  much  opposition  has  been 
shown  toward  the  movement;  it  is  argued  that  as  long  as  a  bank 
is  solvent  and  is  permitted  by  the  government  to  continue  busi- 
ness, it  should  have  the  privilege  of  naming  its  own  independent 
auditor,  and  that  the  information  received  and  reports  rendered 
by  such  auditors  should  not  be  made  available  to  anyone  with 
discretionary  power  to  discuss  the  bank's  affairs  with  com- 
petitors who  are  members  of  the  clearing  house  association 
committee. 

Although  the  examinations  made  by  clearing  house  examiners 
are  usually  quite  thorough,  they  will  in  all  probability  be  limited 
to  a  few  of  the  larger  cities,  since  in  small  cities  and  rural  com- 
munities no  clearing  house  associations  exist. 

State  Examinations. — Some  states  require  that  semiannual 
examinations  be  made  by  committees  of  directors  of  each  bank, 
the  committee  being  privileged  to  employ  professional  accoun- 
tants for  the  purpose.  The  latter  report  to  the  committees 
and  the  committees  report  to  the  state.  These  reports  are  in 
addition  to  the  periodic  statements  called  for  from  all  state 
banks. 

The  form  of  call  report  used  by  New  York  State  is  reproduced 
on  page  12. 
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Responsibilities  of  Bank  Directors 

A  digest  of  the  sections  of  the  banking  law  of  the  state  of 
New  York,  relating  to  examinations  by  directors,  also  "direc- 
tions and  suggestions"  appearing  on  the  form  of  report  to  be  filed 
in  that  state,  are  given  below : 

§  130  and  215.  It  shall  be  the  duty  of  the  board  of  directors  of  every 
bank  and  trust  company  during  the  months  of  March  or  April  and  during 
the  months  of  September  or  October  in  each  year  to  examine,  or  to  cause 
a  committee  of  at  least  three  of  its  members  to  examine,  fully  the  books, 
paf)ers  and  affairs  of  the  bank  or  trust  company  and  the  loans  and  dis- 
counts thereof,  and  particularly  the  loans  or  discounts  made  directly  or 
indirectly  to  its  officers  or  directors,  or  for  the  benefit  of  such  officers 
or  directors,  or  for  the  benefit  of  other  corporations  of  which  such 
officers  or  directors  are  also  officers  or  directors,  or  in  which  they  have  a 
beneficial  interest  as  stockholders,  creditors,  or  otherwise,  with  the  special 
view  of  ascertaining  their  safety  and  present  value,  and  the  value  of  the 
collateral  security,  if  any,  held  in  connection  therewith,  and  into  such  other 
matters  as  the  superintendent  of  banks  may  require.  Such  directors  shall 
have  the  power  to  employ  such  assistance  in  making  such  examination  as 
they  may  deem  necessary.  When  a  bank  or  trust  company  is  a  member 
of  the  federal  reserve  system  of  the  United  States  and  of  the  New  York 
Qearing  House  Association  thereby  becoming  subject  to  at  least  one  exami- 
nation each  year  by  the  federal  reserve  board  and  by  the  New  York  Clear- 
ing House,  respectively,  then  and  on  account  of  such  liability  to  such  exami- 
nations the  board  of  directors  of  such  bank  or  trust  company  may  omit 
the  latter  of  the  two  examinations  provided  for  in  each  year  by  these  sec- 
tions. 

§  131  and  216.  On  or  before  the  fifteenth  day  of  the  month  of  May  or 
November  succeeding  any  examination  made  pursuant  to  the  requirements 
of  the  last  section,  a  report  in  writing  thereof,  sworn  to  by  the  directors 
making  the  same,  shall  be  made  to  the  board  of  directors  of  such  bank  or 
trust  company,  and  placed  on  file  in  said  bank  or  trust  company,  and  a  dupli- 
cate thereof  filed  in  the  office  of  the  superintendent  of  banks.  Such  report 
shall  particularly  contain  a  statement  of  the  assets  and  liabilities  of  the 
bank  examined,  as  shown  by  the  books,  together  with  such  deductions  from 
the  assets,  and  the  addition  of  such  liabilities,  direct,  indirect,  contingent 
or  otherwise  as  such  directors  or  committee,  after  such  examination,  may 
find  necessary  in  order  to  determine  the  true  condition  of  the  bank  or  trust 
company.    It  shall  also  contain  a  statement  showing  in  detail  every  known 
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liability  to  such  bank  or  trust  company,  direct,  indirect,  contingent,  or 
otherwise,  of  every  officer  or  director  thereof  and  of  every  corporation  in 
which  any  such  officer  or  director  owns  stock  to  the  amount  of  twenty-five 
per  centvmi  of  the  total  outstanding  stock,  or  of  which  any  such  officer  or 
director  is  also  an  officer  or  director.  It  shall  also  contain  a  statement,  in 
detail,  of  loans,  if  any,  which  in  their  opinion  are  doubtful  or  worthless, 
together  with  their  reasons  for  so  regarding  them ;  also  a  statement  of  loans 
made  on  collateral  security  which  in  their  opinion  are  insufficiently  secured, 
giving  in  each  case  the  amount  of  the  loan,  the  name  and  market  value  of 
the  collateral,  if  it  has  any  market  value,  and,  if  not,a  statement  of  that  fact, 
and  its  actual  value  as  nearly  as  possible.  Such  report  shall  also  contain 
a  statement  of  overdrafts,  of  the  names  and  amounts  of  such  as  they  consider 
worthless  or  doubtful,  and  a  full  statement  of  such  other  matters  as  affect 
the  solvency  and  soundness  of  the  institution.  If  the  directors  of  any  bank 
or  trust  company  shall  fail  to  make,  or  to  cause  to  be  made,  or  to  file  such 
report  of  examination  in  the  manner,  and  within  the  time,  specified,  such 
bank  or  trust  company  shall  forfeit  to  the  people  of  the  state  one  hundred 
dollars  for  every  day  such  report  shall  be  delayed. 

Directions  and  Suggestions 

The  Committee  should  be  designated  by  resolution  of  the  Board  of  Direc- 
tors, and  not  appointed  by  an  officer  of  the  institution. 

In  making  the  examination  provided  for  by  the  Banking  Law  the  com- 
mittee of  directors  should  familiarize  itself  with  the  requirements  of  the 
section  above  set  forth.  It  should  acquaint  itself  with  the  general  character 
of  the  assets  of  the  bank  or  trust  company,  and  with  the  character  of  its 
management.  The  assets  should  be  closely  examined,  all  bad  or  doubtful 
items  should  be  ascertained,  and  listed  in  detail  as  provided  for  on  the  ac- 
companying blanks. 

The  committee  should  especially  examine  all  loans  and  the  collateral 
thereto,  ascertaining  thereby  what  loans  are  insufficiently  secured  and  what 
collateral  is  of  doubtful  or  unknown  value;  also  such  loans  as  may  have  been 
made  for  the  benefit  of  others  than  those  in  whose  names  the  loans  are  made. 
In  short,  the  examination  should  be  such  as  to  permit  the  committee  to 
arrive  at  and  report  upon  the  true  condition  of  the  institution,  so  that  the 
report  may  correctly  and  comprehensively  inform  the  board  of  directors 
and  the  Banking  Department  as  to  such  condition. 

The  primary  object  of  this  examination  is  to  inform  the  board  of  direc- 
tors of  the  true  condition  of  the  bank  or  trust  company,  so  as  to  prevent 
the  continuance  of  any  policy  in  the  conduct  of  the  affairs  of  the  institution 
which  in  the  opinion  of  the  committee  and  the  board  of  directors  might 
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lead  to  loss,  and  to  encourage  such  policies  of  administration  as  will  result 
in  profitable  and  conservative  banking. 

It  is  suggested  that  the  Examining  Committee  give  particular  considera- 
tion to  the  question  of  interest  paid  on  deposits,  and  broadly  to  the  money 
cost  as  affecting  the  soundness  of  the  institution. 

The  verification  of  the  report  should  be  made  by  each  member  of  the 
committee. 

Under  Every  Heading  as  to  Which  No  Items  Are  Found  to  Re- 
port, THE  Word  "None"  Must  Be  Written. 

The  examination  should  be  made  without  previous  notice  to  or  knowledge 
by  the  employees  of  the  bank  or  trust  company. 

The  following  quotation  from  an  address  by  James  B.  Forgan, 
delivered  September  17,  1909,  at  the  convention  of  the  American 
Bankers'  Association,  at  Chicago,  is  of  interest  because  it 
refers  to  the  responsibility  of  bank  directors  and  the  necessity 
for  the  employment  by  them  of  competent  auditors  to  make  in- 
vestigations: 

The  same  ordinary  prudence  which  men  exercise  in  their  own  affairs  is 
required  of  bank  directors.  The  application  of  it  differs  with  the  varying 
circumstances  of  the  banks.  Just  as  men  of  small  or  moderate  affairs  can 
undertake  the  personal  management  in  detail  of  their  own  businesses, 
while  those  of  large  affairs  must  of  necessity  employ  others  to  manage  for 
them  and  must  relieve  themselves  of  details,  so  bank  directors,  under  similar 
circumstances,  may  assume  the  details  of  management  or  appoint  others 
to  do  so.  Their  delegating  authority  to  others  does  not,  however,  relieve 
them  of  responsibility  for  the  direction  and  supervision  of  the  management 
or  of  keeping  in  touch  with  what  is  done.  In  banks  of  moderate  size  this 
can  be  accomplished  by  committees.  In  the  largest  banks,  however,  it 
becomes  necessary  for  the  directors  to  delegate  even  the  details  of  their  suj)er- 
visory  duties  to  experts  and  to  rely  on  their  investigations  and  reports  for 
an  intelligent  knowledge  of  what  is  being  done  and  of  their  bank's  condition. 
Systematic  organization  is  necessary,  whether  a  bank  is  small  or  large,  and 
directors  must  see  to  it  that  one  of  its  results  is  that  they  are  kept  fully 
posted  as  to  the  bank's  operations  and  condition.  This  can  be  accom- 
plished quite  as  effectively  in  large  as  in  small  banks  through  the  employ- 
ment of  competent  auditors,  either  permanently  or  when  they  are  wanted. 
Such  auditors,  in  their  investigations,  should  represent  the  directors  and 
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should  repwrt  direct  to  them,  uninfluenced  by  any  of  the  executive  officers. 
But,  however  it  may  be  accomplished,  it  is  up  to  the  directors  to  keep  them- 
selves posted  as  to  their  bank's  operations  to  the  extent  of  enabling  them 
to  form  a  correct  opinion  of  actual  conditions  in  them  and  to  judge  of  the 
integrity  and  ability  of  the  management,  as  it  is  conducted  by  the  officers 
to  whom  they  have  delegated  managerial  powers.  Only  thus  can  they  in- 
telligently exercise  their  control  of  the  management,  a  responsibility  from 
which  there  can  be  no  escape. 

The  importance  of  the  responsibility  of  bank  directors  is 
emphasized  in  the  case  of  Lippitt  v.  Ashley}  decided  by  the 
Supreme  Court  of  Errors  of  Connecticut,  in  July,  19 15.  The 
directors  of  a  bank,  who  gave  to  the  business  of  the  bank  every 
attention  that  reasonably  could  be  expected  of  them,  were  found 
guilty  of  "negligence"  and  were  held  Uable  for  losses  sustained 
through  the  dishonesty  of  a  trust  officer.  Their  negligence 
consisted  in  failing  to  install  approved  methods  and  in  failing 
to  insist  upon  verified  trial  balances  at  the  times  when  the  books 
were  audited  by  accountants  employed  by  them  for  that  purpose. 

In  the  case  of  Jones  National  Bank  v.  Yates  et  al,^  decided 
April  3,  1 916,  by  the  Supreme  Court  of  the  United  States,  the 
defendants  were  directors  of  the  bank  and  as  such  niade  state- 
ments purporting  to  show  the  financial  condition  of  the  bank 
and  caused  them  to  be  published.  The  statements  were  false 
and  untrue,  the  bank  was  actually  insolvent  and  later  went  into 
the  hands  of  a  receiver.  It  was  demonstrated  that  the  accounts 
had  been  manipulated  and  falsified  by  the  executive  officers, 
that  the  directors  were  not  accountants,  that  they  relied  upon 
the  book  records  as  being  accurate  and  were  not  aware  of  the 
fraudulent  transactions  which  were  revealed  after  the  failure  of 
the  bank.  The  court  held,  however,  that  since  certain  irregu- 
larities were  brought  to  the  attention  of  the  directors  by  the 
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Comptroller  of  the  Currency,  they  should  have  made  such  inves- 
tigations as  became  men  of  ordinary  intelligence,  which  would 
have  disclosed  that  the  reports  of  condition  submitted  by  them 
were  materially  false  and  calculated  to  deceive.  The  directors 
were  therefore  held  to  be  civilly  liable  to  those  persons  who 
suffered  damages  in  consequence  of  the  false  reports. 

Audit  Procedure 

The  auditor  engaged  to  examine  the  affairs  and  accounts  of  a 
bank  should  procure  a  copy  of  the  bank's  daily  financial  state- 
ment. A  careful  scrutiny  of  this  statement  will  give  him  a 
good  idea  of  the  volume  of  the  work  and  nature  of  the  assets 
and  liabilities  which  will  shortly  demand  his  attention. 

The  audit  should  be  started  without  notice  to  either  officers 
or  employees  of  the  bank,  and  a  large  staff  should  be  available 
so  that  all  rapidly  changing  assets,  such  as  tellers'  cash,  clearing 
house  exchanges  and  brokers'  collateral  loans,  can  be  examined 
on  the  first  day. 

Cash  and  Securities 

The  verification  of  the  balance  sheet  items  should  receive 
attention  first.  This  involves  the  actual  count  and  examination 
of  such  assets  as  are  actually  on  hand,  and  comparison  thereof 
with  the  general  ledger  accounts;  the  independent  outside  con- 
firmation by  correspondence  of  such  of  the  assets  as  admit  of  such 
verification;  and  a  thorough  test  of  the  integrity  of  every  other 
account  in  the  general  ledger. 

If  there  is  a  large  quantity  of  cash  on  hand  and  the  entire 
staff  must  be  used  to  count  it,  the  other  changeable  assets,  such 
as  securities  owned  by  the  bank,  notes  discounted,  notes  for 
secured  loans  and  the  collateral  therefor,  etc.,  should  be  locked 
up  in  a  safe  and  the  latter  sealed,  and  access  thereto  refused, 
except  with  the  approval  of  the  auditor,  until  they  have  been 
examined.     In  very  large  institutions  it  may  be  more  practical 
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to  seal  a  part  of  the  vault  cash  and  a  part  of  the  securities  and 
collateral. 

All  of  one  class  of  the  assets  above  mentioned  should  be 
brought  to  the  auditor  before  the  examination  of  each  is  begun 
in  order  to  prevent  duplication  in  counting;  e.g.,  all  cash  should 
either  be  brought  from  the  vaults  and  tellers'  cages  to  one  point, 
or  the  auditing  staff  should  be  so  distributed  that  counting  of 
the  cash  at  all  points  begins  simultaneously.  Transfer  of  cash 
between  the  cages  and  the  vault  should  be  prohibited  until  all 
of  the  cash  has  been  counted  and  the  aggregate  amount  is  proved 
with  the  general  ledger  account  therefor. 

The  auditor  should  not  assume  responsibility  for  the  custody 
of  the  cash  and  securities,  but  should  insist  on  the  continued 
attendance  of  a  representative  of  the  institution  while  the  cash 
and  securities  are  being  examined.  The  necessity  for  this  is 
shown  by  the  case  of  a  national  bank  examiner  who  allowed  a 
teller  to  leave  his  cage  whUe  the  cash  was  being  counted.  The 
completion  of  the  count  disclosed  a  shortage  of  $20,000.  The 
teller  accused  the  examiner  of  the  theft! 

It  is  important  that  the  genuineness  of  the  cheques  on  hand, 
which  are  to  be  sent  to  the  clearing  house,  be  verified.  The 
only  safe  method  of  accomplishing  this  is  for  the  auditor  to 
insert  in  each  clearing  house  envelope  a  confirmation  slip  (and 
stamped  envelope  addressed  to  himself)  requesting  verification 
of  the  aggregate  amount  of  the  enclosed  cheques  and  detailed 
advices  as  to  any  which  may  be  returned  as  unpaid.  The  failure 
to  do  this  may  lead  to  serious  results,  since  forged  or  "fake" 
cheques  may  be  returned  to  the  bank  without  being  brought  to 
the  auditor's  attention.  The  propriety  of  aU  returned  items 
should  be  established  by  the  auditor.  It  is  also  wise  to  ascertain 
if  any  cheques  signed  by  employees  are  among  the  clearing  house 
items.  It  is  possible  that  a  dishonest  clerk  might,  in  this  way, 
make  up  a  small  shortage  which  probably  would  later  develop 
to  more  serious  proportions. 

The  method  of  making  investments  should  be  investigated 
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by  the  auditors.  Generally  the  investing  of  the  institution's 
funds  must  be  authorized  by  a  committee;  if  such  is  the  case, 
the  minutes  of  such  committee's  meetings  should  be  examined 
and  a  notation  made  of  the  regularity  or  irregularity  of  direc- 
tors* attendance  at  such  meetings. 

Correspondents'  Accounts 

Accounts  current  should  at  once  be  requested  (to  be  sent 
direct  to  the  auditor)  from  reserve  agents  and  out-of-town  corre- 
spondents with  whom  the  client  carries  dep>osit  accounts.  It  is 
important  to  make  note  of  the  last  deposits  made  and  the  num- 
ber of  the  last  draft  drawn  by  the  client  against  these  banks, 
for  use  later  in  reconciling  the  accoimts  current  with  the  client's 
records.  The  auditor  should  examine  these  draft  books  care- 
fully to  ascertain  that  none  has  been  used  out  of  consecutive 
order  or  from  the  back  of  the  book,  since  missing  drafts  may 
have  been  cashed  and  the  proceeds  counted  as  cash,  or  the 
cheque  may  have  been  included  that  very  day  with  other  cheques 
and  sent  to  another  out-of-town  correspondent  and  charged  to 
the  latter  as  a  deposit.  Defalcations  have  been  cleverly  con- 
cealed for  some  time  by  this  method,  because  the  account  with 
the  bank  on  which  the  draft  was  drawn  was  not  reduced  on  the 
client's  books  vmtil  after  the  date  of  the  audit,  and  the  item  did 
not  appear  on  the  accoimt  current  of  the  depository  until  the 
end  of  the  month. 

The  correspondent  banks  should  be  requested  to  confirm  by 
mail  to  the  auditor  direct  all  differences  between  the  accounts 
current  and  the  client's  accoimts,  especially  remittances  in 
transit  at  the  date  of  the  examination. 

Confirmation  of  Demand  Notes,  etc. 

All  borrowers  on  unsecured  notes  should  be  requested  by 
mail  to  confirm  the  amounts  of  their  loans  direct  to  the  auditor. 
If  any  payments  on  account  have  been  misappropriated  and 


ao  AUDITING— SPECIAL  POINTS 

not  indorsed  on  the  notes,  these  confirmations  should  reveal  that 
fact.  Similar  confirmations,  showing  the  collateral  as  well  as 
the  amount  of  the  loans,  should  be  secured  from  borrowers  on 
time  or  demand  collateral  notes. 

If  the  confirmation  is  not  received  within  a  reasonable  time 
a  second  request  should  be  made.  If  the  second  request  does 
not  bring  a  reply  in  a  few  days,  the  item  in  question  should  be 
investigated  without  delay  and  if  it  is  of  sufficient  importance 
the  matter  should  be  brought  immediately  to  the  attention  of  an 
officer  of  the  bank. 

All  securities  owned  by  the  bank  or  deposited  by  customers 
as  collateral  for  loans,  should  be  carefully  examined.  Denomi- 
nations of  stock  certificates  have  been  raised  so  cleverly  th^t  the 
bank  officers  who  accepted  them  as  collateral  for  loans  were  de- 
ceived. 

Correspondents  who  may  hold  notes  or  securities  for  the 
bank's  account  should  be  requested  to  confirm  the  amounts 
thereof  direct  to  the  auditor. 

Loans  made  by  the  bank  for  the  account  of  correspondents 
should  be  confirmed  by  communication  both  with  the  corres- 
pondents and  with  the  borrowers,  and  the  collateral  held  thereon 
should  be  examined.  Securities  deposited  with  the  bank  for 
safe-keeping  should  be  examined  and  confirmed  by  correspon- 
dence with  the  depositors. 

In  case  of  national  banks,  the  Treasurer  of  the  United  States 
and  other  public  officials  should  be  requested  to  confirm  the 
amount  of  bonds  held  by  them  to  secure  circulation  and  govern- 
ment deposits,  and  the  amounts  of  the  circulation  redemption 
fund,  outstanding  circulation,  government  deposits  and  any 
balances  which  may  be  due  by  them  to  the  bank.  In  the  case 
of  state  banks,  the  various  state  authorities  should  be  requested 
to  confirm  bonds  deposited  as  security  for  capital  account  and 
for  state  or  municipal  deposits. 

All  securities  pledged  as  collateral  for  loans  must  be  properly 
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assigned  to  the  bank  or  accompanied  by  properly  executed 
powers-of-attomey.  If  the  securities  are  apparently  not  the 
property  of  the  borrower  they  should  be  accompanied  by  a  letter 
signed  by  the  owner  authorizing  the  hypothecation. 

Certificates  of  Deposit  and  Certified  Cheques 

The  balances  in  the  cashier's  cheques,  certificates  of  dep>osit, 
certified  cheque  and  other  accounts  of  like  nature,  should  each 
agree  with  the  aggregate  of  the  resp>ective  classes  of  items  out- 
standing. In  this  connection  the  canceled  items  should  be 
insf>ected  and  compared  with  the  stubs  or  original  records  in 
order  that  the  auditor  may  assure  himself  that  none  posted  on 
the  ledger  as  paid  are  outstanding.  In  very  small  institutions 
where  one  officer  has  charge  of  practically  all  departments  it 
is  advisable  to  confirm  outstanding  certificates  of  deposit  by 
correspondence  with  the  holders  thereof. 

Certificates  of  deposit  and  cashier's  cheques  should  have 
attached  a  stub  containing  a  record  of  payees  and  amounts. 
These  should  be  detached  by  the  officer  signing  and  deposited 
by  him  in  a  locked  box  to  which  access  can  be  had  only  by  a  staff 
or  professional  auditor.  Comparison  of  these  slips  with  the 
original  records  will  disclose  any  discrepancies.  Frauds  have 
frequently  occurred  through  the  insufficient  entry  of  deposits 
against  which  certificates  of  deposit  have  been  issued,  and  in 
some  cases  no  entry  of  the  deposits  has  been  made  in  the  books 
of  the  bank. 

Certified  cheques  should  also  be  compared  with  entries  in 
the  depositors'  accounts  in  the  individual  ledgers  to  determine 
that  they  were  properly  charged  therein.  Care  should  be  taken 
to  see  that  there  were  sufficient  balances  before  the  certification, 
since  the  bank  will  be  required  to  pay  any  overcertification  to  an 
innocent  holder  for  value.' 


*  Cooke  V.  State  National  Bank  0/  Boston,  52  N.  Y.  96;  see  also  s  Cyc  544. 
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Capital  Stock 

The  capital  stock  certificate  book  and  stock  ledger  should  be 
examined  and  the  aggregate  of  the  outstanding  stock  proved  with 
the  general  ledger  account.  A  few  years  ago  in  New  York  the 
vice-president  of  a  national  bank  was  arrested,  convicted  and 
sentenced  for  forgery  and  fraud  in  connection  with  the  misuse 
of  his  bank's  stock  certificates.  He  had  torn  certificates  from 
the  stock  book,  forged  the  cashier's  name  thereto,  added  his 
own  name  and  had  deposited  them  as  collateral  for  a  personal 
loan  from  a  large  trust  company. 

In  many  cases  the  stock  records  are  kept  by  a  registrar.  The 
verification  should  then  be  made  by  correspondence  with  the 
registrar. 

Surplus  Fund 

The  national  banks  and  the  banks  in  practically  all  the  states 
are  required  to  have  a  certain  surplus  fund  before  dividends  can 
be  declared.  The  quotations  from  the  banking  law  of  the  state 
of  New  York,  given  below,  are  typical  of  a  majority  of  the  re- 
quirements in  such  cases: 

Section  117.  Surplus  Fund;  Of  what  composed,  and  for  what  purposes 
used. — ^Every  bank  shall  create  a  fund  to  be  known  as  a  surplus  fund.  Such 
fund  may  be  created  or  increased  by  contributions,  by  transfers  from  un- 
divided profits,  or  from  net  earnings.  Such  fund  up  to  twenty  per  centimi 
of  the  capital  of  the  bank  shall  be  used  only  for  the  payment  of  losses  in 
excess  of  imdivided  profits. 

Section  118.  How  net  earnings  credited  for  dividend  purposes;  credits 
to  surplus  fund  and  to  undivided  profits;  dividends  to  stockholders. —  When 
the  net  earnings  of  a  bank  have  been  determined  at  the  close  of  a  dividend 
period  as  provided.  .  .  if  its  surplus  fund  does  not  equal  twenty  per 
centum  of  the  bank's  capital,  one-tenth  of  such  net  earnings  shall  be  cred- 
ited to  the  surplus  fund  or  so  much  thereof,  less  than  one-tenth,  as  will 
make  such  fund  equal  twenty  per  centum  of  such  capital.  The  balance  of 
such  net  earnings,  or  the  entire  amount  thereof,  if  such  fund  equals  such 
twenty  per  centum,  may  be  credited  to  the  bank's  profit  and  loss  account; 
or,  if  its  expenses  and  losses  for  such  dividend  period  exceed  its  gross  earn- 
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ings,  such  excess  shall  be  charged  to  its  profit  and  loss  account.  The  credit 
balance  of  such  account  shall  constitute  the  undivided  profits  at  the  close 
of  such  dividend  period,  and  shall  be  available  for  dividends. 

Depositors'  Accounts 

Opinions  differ  as  to  the  responsibility  of  an  auditor  in  con- 
nection with  the  verification  of  depositors'  accounts.  Since 
these  form  the  largest  portion  of  the  liabilities,  he  should  make 
some  efifort  to  verify  their  correctness,  in  addition  to  merely 
taking  a  trial  balance  from  the  depositors  ledgers.  He  should 
ascertain  that  trial  balances  are  taken  oflf  regularly,  that  the 
ledger  clerks  are  transferred  occasionally  from  one  ledger  to 
another,  that  someone  other  than  the  ledger  clerks  compares  the 
balances  in  the  ledgers  with  the  pass-books  or  statements  when 
the  latter  are  "settled"  and  delivered  or  mailed  to  the  depositors, 
and  that  the  clerk  initials  the  pass-books  and  ledgers  as  to  correct- 
ness. In  addition  to  this  the  bank  should  insert  in  the  state- 
ments or  pass-books  a  form  of  confirmation  of  the  depositors' 
balances  which  should  be  carefully  filed  when  signed  and  returned 
by  the  depositors. 

The  auditor  should  mail  statements  of  balances  to  all  deposi- 
tors with  inactive  accounts  requesting  that  confirmation  of  the 
balances  be  sent  direct  to  him,  should  verify  the  settlements  of 
all  pass-books  in  the  bank,  send  out  requests  for  pass-books  of 
all  other  active  accounts  and  verify  the  settlements  of  the  latter 
when  received  and  balanced.  It  is  hardly  to  be  expected  that 
every  depositor  will  send  in  his  confirmation  or  pass-book 
promptly,  and  it  will  be  necessary  for  the  auditor  to  keep  a  list 
of  all  depositors,  on  which  to  make  note  of  those  accounts  which 
have  been  verified,  and  which  may  be  used  as  a  guide  at  future 
dates  for  the  confirmation  of  all  accounts. 

In  comparing  pass-books  with  the  ledgers,  it  is  important 
not  only  that  the  balances  be  compared,  but  that  the  deposit 
entries  in  the  pass-book  for  some  time  prior  to  the  settlement 
date  be  examined.    This  will  disclose  any  ledger  cross-entries 
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which  may  have  been  made  and  which  should  be  specially  inves- 
tigated. They  should  not  be  permitted,  except  upon  officially 
signed  debit  or  credit  slips,  since  defalcations  have  been  cleverly 
concealed  through  the  use  of  such  cross-entries. 

A  comparison  of  the  dates  of  the  entries  in  the  pass-books 
with  the  entries  in  the  ledgers  may  disclose  whether  the  teller 
had  received  a  deposit  and,  knowing  an  account  to  be  inactive, 
had  temporarily  appropriated  the  deposit,  sending  it  through  for 
credit  to  the  depositor's  account,  however,  before  the  pass-book 
was  "settled." 

In  most  banks  the  practice  of  balancing  pass-books  has  been 
superseded  by  the  system  of  rendering  monthly  accounts  cur- 
rent to  depositors  and  returning  to  them  at  the  same  time  all 
paid  cheques.  In  such  cases  the  auditor  should  compare  the 
statements  with  the  ledgers,  enclose  his  confirmation  form  and 
mail  them  himself.  The  signatures  upon  the  returned  confirma- 
tions should  be  passed  by  the  bank's  signature  clerk. 

Accounts  which  are  overdrawn  should  be  listed  and  the  date 
and  amount  of  the  overdraft  noted.  An  investigation  should  be 
made  of  the  overdrafts  for  large  amounts  or  those  which  have 
been  standing  for  a  long  time. 

Verification  of  Income 

Tests  should  be  made  to  ascertain  that  the  bank  is  receiving, 
at  proper  times  and  in  correct  amounts,  the  income  on  its  securi- 
ties and  interest  on  the  loans  it  has  made  or  notes  it  has  dis- 
counted. Formerly  almost  all  banks  included  discounts  among 
their  earnings  as  soon  as  the  notes  were  discounted,  but  the  con- 
servative and  proper  method  of  carrying  a  reserve  for  unearned 
discounts  is  being  more  and  more  generally  followed.* 


*  As  applied  to  federal  income  tax  practice,  see  Regulations  62,  article  23,  as  to 
the  inclusion  of  discounts  in  taxable  income. 
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Expenses 

The  details  of  the  charges  to  expense  accounts  should  be 
scrutinized,  the  unusual  items  thoroughly  investigated  and  tests 
made  of  the  correctness  of  the  usual  ones.  The  salary  rolls 
should  be  checked  and  thorough  tests  should  be  made  of  the  cor- 
rectness of  interest  paid  on  deposits.  Postage  stamp  payments 
are  usually  large  and  should  receive  careful  attention.  The 
postage  and  transfer  tax  stamps  on  hand  should  be  counted. 

Secret  Reserves 

If  these  are  found,  they  should  be  noted  in  the  auditor's  report 
if  the  audit  is  made  for  the  first  time.  Such  reserves  are  hidden 
in  various  ways,  generally  in  understating  on  the  books  the 
value  of  the  banking  house  or  in  carrying  an  account  in  the 
depositors  ledgers.  This  latter  method  should  be  discouraged, 
since  only  bona  fide  depositors'  accounts  should  appear  in  these 
ledgers. 

Minute  Book. — The  auditor  should  examine  the  minutes 
of  the  board  of  directors  and  note  that  the  resolutions  adopted 
are  in  accordance  with  the  federal  and  state  laws  and  the  by-laws, 
and  also  that  any  unusual  expenditures  have  been  approved. 
Special  investigations,  made  for  the  board  of  directors,  do  not 
necessarily  require  a  reading  of  the  minutes.  But  in  every  such 
case,  without  exception,  the  auditor  should  report  in  writing  that 
an  examination  of  the  minutes  has  not  been  made. 

Internal  Check 

The  auditor  should  investigate  carefully  all  of  the  bank's 
methods  of  conducting  its  affairs,  for  the  purp>ose  of  ascertaining 
that  the  work  is  so  divided  and  carried  out  as  to  reduce  to  a 
minimum  the  opjx)rtunity  for  fraud,  and  that  in  so  far  as  possible 
the  system  in  use  provides  for  internal  check  on  the  integrity  of 
the  accounts. 
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Employees  handling  cash,  securities,  notes  or  cheques  should 
not  have  access  to,  or  assist  in  writing  up  or  proving,  the  general 
bookkeeping  records  nor  should  bookkeepers  have  access  to  the 
records  of  the  tellers.  Clerks  making  original  entries  should  not 
see  the  records  which  are  a  check  on  those  entries,  and  as  far  as 
possible  the  clerks  should  occasionally  be  transferred  from  one 
set  of  records  to  another,  without  notice,  so  that  if  fraud  be 
committed,  it  cannot  remain  concealed  for  any  length  of  time. 
Tellers  should  not  be  allowed  to  deliver  monthly  statements  to 
depositors  or  their  representatives.  Ledger  transfers  and 
other  unusual  entries  should  not  be  permitted  except  upon  writ- 
ten order  bearing  official  signature. 

It  is  very  important  that  all  employees  be  bonded.  The 
auditor  should  examine  the  fidelity  bonds  to  determine  that 
the  institution  is  sufficiently  protected  and  that  the  bonds  are 
properly  prepared. 

The  auditor  should  inquire  as  to  whether  or  not  all  employees, 
including  the  officers,  are  granted  and  actually  take  a  vacation. 
The  Comptroller  of  the  Currency,  in  a  bulletin,  commented  on 
this  as  follows: 

Because  most  men  are  physically  and  mentally  in  shape  to  perfonn  their 
duties  most  efficiently  when  they  have  the  benefit  of  a  yearly  vacation, 
and  because  of  other  obvious  advantages,  including  the  better  opportunity 
afforded  of  having  an  impartial  check  made  of  the  books  and  accounts  of 
all  employees  while  on  vacation,  besides  the  training  given  understudies 
and  assistants,  the  Comptroller  commends  the  granting  of  a  vacation  period 
to  all  bank  employees  each  year. 

Scope  of  Report 

The  auditor's  rep>ort  should  be  very  complete,  including  not 
only  statements  of  the  bank's  condition  and  income  and  expense 
accounts  for  the  period  under  review,  but  also  detailed  state- 
ments of  the  securities  owned,  collateral  loans  and  value  of 
collateral,  single-name  and  indorsed  paper  and  total  liability  of 
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each  borrower.  He  should  also  call  particular  attention  to  any 
memoranda  which  may  have  been  carried  as  cash,  all  overdue 
notes,  insufficiently  secured  collateral  loans,  loans  to  officers  and 
employees,  overdue  interest  and  uncollected  income  on  securities. 

If  there  has  been  a  substantial  shrinkage  in  the  value  of  the 
securities  owned  it  is  important  that  a  comparison  of  the  book 
values  with  the  market  values  as  of  the  date  of  the  examination 
be  submitted. 

The  auditor  should  bear  in  mind  when  examining  the  affairs 
and  accounts  of  banks  and  financial  institutions  generally,  that 
his  certificate  will  be  regarded  as  an  assurance  of  the  reliability 
of  the  statement  so  certified,  and  that  while  he  does  not  guar- 
antee the  security  of  the  deposits  made  by  the  public,  the  latter 
will,  and  justly  so,  severely  criticize  him  if  subsequent  develop>- 
ments  show  that  at  the  time  of  his  examination  the  bank  was 
insolvent,  whereas  his  report  did  not  reveal  the  fact. 

Instances  of  Fraud 

Defalcations  should  be  strenuously  guarded  against  in  finan- 
cial institutions.  The  following  are  schemes  which  have  been 
used  by  defaulters. 

A  note  teUer  in  a  bank,  in  order  to  cover  up  cash  abstracted, 
increased  the  total  amount  oPloans  made  during  the  day.  He 
turned  in  to  the  general  bookkeeper,  accompanying  his  voucher, 
an  adding  machine  list  which,  if  it  had  been  footed,  would  have 
been  found  not  to  be  the  same  as  the  total  shown  by  the  adding 
machine.  Later  on,  at  such  times  as  the  accounts  were  exam- 
ined and  the  notes  provqd  either  by  a  bank  examiner  or  others, 
he  put  in  forged  notes  to  cover  the  amount  short,  using  the  name 
of  some  concern  which  had  a  good  line  of  credit  with  the  bank. 

The  note  teller  started  in  this  way  by  taking  about$2oo  and  was 
finally  short  $7,000.  He  made  no  false  entries  in  the  books,  out- 
side of  the  adding  machine  list  and  the  total  of  the  daily  ticket 
which  he  turned  in  to  the  general  bookkeeper.  The  defalcation 
was  not  discovered  until  the  bank  was  merged  with  another  bank. 
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If  the  notes  had  ever  been  checked  back  with  the  original  discount 
register,  it  would  have  been  found  that  the  forged  notes  were  not 
entered  therein. 

Another  note  teller,  among  whose  duties  it  was  to  send  out 
items  for  collection,  abstracted  cash  and  entered  in  his  accounts 
certain  items  as  being  out  for  collection.  These  items  he  repre- 
sented to  be  notes  deposited  for  collection  for  which  he  had  paid 
cash,  and  the  record  was  made  to  show  that  the  notes  were  on 
some  distant  point  which  would  take  several  days  for  return.  In 
doing  this  he  always  used  the  name  of  some  good  customer  whose 
line  of  credit  was  imquestionable.  This  practice  went  on  for  a 
long  time  until  a  bank  examiner,  who  had  been  over  the  accounts 
several  times  before,  happened  to  question  the  teller  about  one  of 
these  particular  items  at  a  time  when  the  teller  had  just  returned 
after  a  few  days'  absence  from  the  bank.  The  teller  became  ner- 
vous and  somewhat  evasive  in  his  answers.  The  examiner  then 
wrote  to  the  firm  whose  name  was  used  in  connection  with  these 
items  and  found  they  had  deposited  no  such  items  for  collection. 

In  this  connection  the  auditor  would  have  discovered  the 
true  condition  if  he  had  verified  the  outstanding  items  for  collec- 
tion, either  by  correspondence  with  the  bank  to  which  the  collec- 
tion was  sent  or  by  writing  to  the  individual  or  firm  which,  it  was 
claimed,  had  deposited  the  item.  ♦ 

Another  bank  teller  in  a  large  bank  opened  an  account  with  a 
small  bank  in  another  part  of  the  city.  He  drew  cheques  on  the 
bank  in  which  he  worked,  using  some  fictitious  name,  and  de- 
posited them  in  the  bank  in  which  he  had  an  account.  When 
those  cheques  came  in  through  the  clearing  house  to  the  bank  in 
which  he  worked,  they  came  to  him  and  he  promptly  tore  them 
up.  At  the  end  of  the  day  his  department  would  be  short  and 
this  shortage  was  charged  to  an  "over  and  short"  account,  as 
were  other  items,  until  such  time  as  the  errors  were  discovered, 
when  they  were  taken  out  of  this  account. 

He  continued  this  practice  over  a  long  period,  taking  small 
amounts,  until  the  fraud  was  discovered,  when  the  bank's  "over 
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and  short"  account  amounted  to  some  $40,000,  a  part  of  which 
represented  the  stealings  of  this  teller;  but  it  was  not  known  just 
how  much.  It  was  extreme  carelessness  on  the  part  of  the  bank 
to  allow  such  an  account  to  assume  large  proportions.  The 
bank's  officers  stated  that  there  were  certain  losses  which  the 
bank  could  not  guard  against,  and  it  estimated  that  these  losses 
would  amount  to  several  thousand  dollars  a  year,  no  matter  what 
precautions  it  might  take. 

A  cashier  abstracted  from  a  bank  $120,000  by  the  use  of 
fraudulent  certificates  of  deposit,  of  which  he  had  duplicates 
printed  and  numbered. 

An  individual  who  was  treasurer  of  a  savings  bank  and  cashier 
of  a  national  bank,  entered  savings  items  in  depositors'  pass- 
books but  not  on  the  books  of  the  bank.  He  also  carried  memor- 
anda as  cash;  when  examiners  appeared  he  took  enough  from 
the  national  bank's  funds  temporarily  to  make  good  the  cash 
shortage. 

An  officer  of  a  banking  institution  abstracted  funds  aggre- 
gating $700,000  over  a  period  of  seven  years  without  being  dis- 
covered. He  was  in  charge  of  securities  owned  by  wealthy  men 
for  whom  the  company  acted  as  agent,  collecting  interest  when 
it  was  due  and  crediting  it  to  their  deposit  accounts. 

These  securities  did  not  appear  in  the  bank's  statement  be- 
cause they  were  neither  assets  nor  liabilities  of  the  bank.  The 
bank  officer  withdrew  the  bonds  from  the  vaults,  substituting 
therefor  sales  orders  on  which  he  forged  the  signatures  of  the 
owners.  The  interest  payments  were  continued  from  his  own 
funds  and  were  duly  credited  to  the  owners'  deposit  accounts. 
The  embezzlement  was  not  discovered  until  after  his  resignation 
when  an  owner  called  for  his  securities  and  found  a  sales  order 
with  a  forged  signature. 

An  auditor  would  probably  have  detected  this  by  confirming 
by  correspondence  the  securities  held  for  safe-keeping  or  by 
comparing  the  income  credited  with  the  securities  which  were 
on  hand. 


30  AUDITING— SPECIAL  POINTS 

An  embezzlement  of  approximately  $300,000  was  carried  out, 
in  part,  as  follows: 

The  money  was  not  stolen  directly  from  the  bank,  but  was 
obtained  by  manipulating  the  deposit  account  of  a  wealthy  de- 
positor, for  whom  the  president  of  the  bank  acted  as  financial 
advisor  and  trusted  agent.  Under  the  officer's  instructions,  the 
statements  of  the  depositor's  account  were  rendered  by  the  bank 
periodically  to  the  president  of  the  bank  instead  of  being  sent 
direct  to  the  depositor,  and  the  president  then  manipulated  and 
changed  them  before  submitting  them  to  the  depositor. 

The  officer  obtained  most  of  the  money  from  this  depositor's 
account,  either  through  forged  cheques  or  by  means  of  a  "debit 
slip"  signed  by  himself  as  president.  He  presented  these  cheques 
for  $5,000  or  $10,000,  or  whatever  the  amount  might  be,  to  the 
bank  teller  personally,  explaining  that  the  depositor  had  asked 
him  to  draw  this  money  from  the  accoimt  for  a  donation  to 
some  hospital,  so  that  the  name  of  the  donor  might  not  be 
known,  or  that  the  depositor  desired  the  matter  handled  in  this 
manner  for  some  other  plausible  reason.  He  then  appropriated 
to  his  own  use  the  cash  thus  withdrawn. 

In  explaining  these  withdrawals  to  the  depositor  at  the  end 
of  each  month,  the  officer  informed  the  imsuspecting  depositor 
that  he  had  placed  the  sunas  so  withdrawn  from  the  bank  to  the 
depositor's  credit  in  a  certain  trust  company  from  which  he 
had  secured  a  depositor's  pass-book.  He  entered  in  this  book 
in  his  own  handwriting  as  deposits  the  amounts  he  had  appro- 
priated by  means  of  the  forged  cheques  or  debit  slips. 

He  also  forged  the  depositor's  signature  to  demand  notes 
totaling  approximately  $80,000,  and  misappropriated  the  pro- 
ceeds which  he  obtained  from  the  bank.  The  amount  of  the 
forged  notes  placed  in  the  bank  and  of  the  false  credits  shown 
in  the  pass-book  of  the  trust  company  was  about  $300,000. 

Such  embezzlements  and  forgeries  would  have  been  prac- 
tically impossible  had  they  not  been  perpetrated  by  an  officer 
of  the  bank  in  whom  the  directors  and  junior  officers  reposed  im- 
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plicit  confidence.  It  app>ears  that  the  officer's  embezzlements 
continued  for  sixteen  years  and  that  he  always  made  it  a  practice 
to  be  at  the  bank  at  the  close  of  each  month  in  order  that  he 
might  personally  look  after  and  manipulate  the  statements  ren- 
dered to  this  particular  depositor. 

This  experience  should  serve  as  a  warning  to  banks  that  no 
irregularities,  liberties  or  unbusinesslike  methods  or  practices 
should  be  countenanced  or  permitted  on  the  part  of  any  officer 
or  employee  of  a  bank,  however  high  his  official  position,  and 
should  serve  as  a  warning  against  laxity  in  the  use  of  cashiers' 
cheques  or  charge  slips. 

The  following  digest  of  a  court  decision^  in  a  case  where  it 
was  attempted  to  hold  the  directors  responsible  for  a  large  defal- 
cation is  interesting: 

The  bank  was  a  small  bank  with  a  capital  of  $100,000  and  average  de- 
posits of  about  $300,000.  It  had  a  cashier,  a  bookkeef)er,  a  teller  and  a 
messenger.  Before  and  during  the  time  of  the  losses,  its  president  was  a 
large  stockholder,  with  an  inactive  deposit  of  from  $35,000  to  $50,000. 

Having  a  small  account  at  the  bank,  the  bookkeeper  drew  checks  for 
the  amount  he  wanted,  exchanged  checks  with  a  Boston  broker,  got  cash 
for  the  broker's  check,  and  when  his  own  check  came  to  the  bank  through 
the  clearing  house,  abstracted  it  from  the  envelope,  entered  the  others  on 
his  book,  and  concealed  the  difference  by  a  charge  to  some  other  account  or 
a  false  addition  in  the  column  of  drafts  or  deposits  in  the  depositors  ledger. 
He  handed  to  the  cashier  only  the  slip  from  the  clearing  house  that  showed 
the  totals.  The  cashier  paid  whatever  appeared  to  be  due  and  thus  the  book- 
keeper's checks  were  honored.  So  far  as  the  bookkeeper  thought  it  neces- 
sary, in  view  of  the  absolute  trust  in  him  on  the  part  of  all  concerned,  he 
took  care  that  his  balances  should  agree  with  those  in  the  cashier's  book. 

By  May  i,  1907,  the  bookkeeper  had  abstracted  $17,000,  concealing  the 
fact  by  false  additions  in  the  column  of  total  checks,  and  by  false  balances 
in  the  deposit  ledger.  Then  for  the  moment  a  safer  concealment  was 
eflfected  by  charging  the  whole  to  the  president's  account.  The  bookkeeper 
adopted  this  method  when  a  bank  examiner  was  expected.  Of  course 
when  the  fraud  was  disguised  by  overcharging  a  depositor  it  could  not  be 
discovered  except  by  calling  in  the  pass-books,  or  taking  all  the  deposit 
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slips  and  comparing  them  with  the  depositors  ledger  in  detail.  By  Novem- 
ber, 1907,  the  amount  taken  by  the  bookkeeper  was  $30,100  and  the  charge 
on  the  president's  account  was  $20,000.  In  1908  the  sum  was  raised  from 
$33,000  to  $49,671.  In  1909  the  bookkeeper's  activity  began  to  increase. 
In  January  he  took  $6,829.26;  in  March,  $10,833.73;  in  June,  his  previous 
stealings  then  amounting  to  $83,390.94,  he  took  $5,162.06;  in  July,  $18,050; 
in  August,  $6,250;  in  September,  $17,350;  in  October,  $47,277.08;  in  Novem- 
ber, $51,847;  in  December,  $46,956.44;  in  January,  1910,  $27,395.53;  in 
February,  $6,473.97;  making  a  total  of  $310,143.02,  when  the  bank 
closed  on  February  21,  1910.  As  a  result  of  this  the  amount  of  the  monthly 
deposits  seemed  to  decline  noticeably  and  the  directors  considered  the 
matter  in  September,  but  concluded  that  the  falling  off  was  due  in  part 
to  the  springing  up  of  rivals,  whose  deposits  were  increasing,  but  was 
parallel  to  a  similar  decrease  in  New  York.  An  examination  by  a  bank 
examiner  in  December,  1909,  disclosed  nothing  wrong  to  him. 

In  the  previous  semiannual  examinations  by  national  bank  examiners 
nothing  was  discovered  pointing  to  malfeasance.  The  cashier  was  honest 
and  everybody  believed  that  they  could  rely  upon  him,  although  in  fact 
he  relied  too  much  upon  the  bookkeeper,  who  also  was  unsuspected  by  all. 
If  the  cashier  had  opened  the  envelopes  from  the  clearing  house,  and  had 
seen  the  checks,  or  had  examined  the  deposit  ledger  with  any  care,  he  would 
have  found  out  what  was  going  on.  The  scrutiny  of  anyone  accustomed 
to  such  details  would  have  discovered  the  false  additions  and  other  indica- 
cations  of  fraud  that  were  on  the  face  of  the  book.  But  it  may  be  doubted 
whether  anything  less  than  a  continuous  pursuit  of  the  figures  through 
pages  would  have  done  so,  except  by  a  lucky  chance. 

The  court  held  that  the  directors  could  not  be  held  responsible  since 
there  had  been  semiannual  examinations  by  the  government  examiners. 
However,  the  president  was  held  responsible  because  he  had  been  warned 
several  times  and  was  supposed  to  be  master  of  the  situation. 

The  confirmation  of  the  notes  on  hand  by  correspondence 
would  have  revealed  this  defalcation. 

Examinations  by  Directors 

The  Comptroller  of  the  Currency  has  made  the  following  sug- 
gestions to  examining  committees  of  national  banks: 

Bank  Examinations  by  Directors.  On  June  i  the  Comptroller  of  the 
Currency  requested  the  boards  of  directors  of  national  banks  to  send  to  his 
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office  a  copy  of  the  reports  of  the  annual  or  semiannual  examinations  made 
by  the  examining  committees  or  by  other  parties  at  the  instance  of  the 
directors,  and  not  a  single  bank  has  declined  to  comply  with  such  request. 
A  review  of  the  reports  that  have  been  received  shows  that  many  of 
these  examinations  are  deficient  in  their  scope  and  that  many  features 
essential  to  a  thorough  understanding  of  the  bank's  affairs  are  not  covered. 
As  heretofore  pointed  out  in  this  circular,  a  number  of  states  have  provided 
by  law  for  reports  by  the  examining  committees  of  state  banks  to  their 
state  banking  departments,  and  in  these  states  a  form  of  report  has  been 
prepared  for  that  purpose.  At  the  beginning,  however,  the  Comptroller 
of  the  Currency  does  not  intend  to  prescribe  a  form  for  the  directors  to 
use  in  making  reports  to  his  office,  or  to  require  examinations  of  a  technical 
character,  but  rather  to  offer  such  suggestions  as  will  lead  to  really  effec- 
tive examinations.  The  following  list  of  general  points  to  be  covered  has 
been  drafted  by  the  Comptroller  with  a  view  to  sending  the  same  to  those 
banks  where  the  report  of  the  examining  committee  shows  the  examination 
to  be  superficial: 

1 .  The  cash  should  be  counted  and  the  total  compared  with  the  books 
of  the  bank.  Cash  items  should  be  carefully  scrutinized,  and  any  improper 
items,  such  as  unposted  cheques  held  for  the  purpose  of  not  showing  over- 
drafts, and  any  other  items  that  cannot  be  readily  converted  into  cash, 
should  be  reported. 

2.  The  bonds  and  other  securities  of  the  bank  should  be  examined  and 
those  not  on  hand  should  be  verified  by  reference  to  the  receipts  of  the 
parties  with  whom  they  are  deposited.  The  market  value  and  the  amount 
at  which  carried  on  the  books  in  the  aggregate  should  be  shown,  and  any 
stocks  held  by  the  bank  should  be  listed  with  a  statement  showing  the 
reasons  the  securities  were  taken  by  the  bank. 

3.  The  notes  should  be  carefully  checked  and  their  total  compared 
wth  the  general  ledger.  The  genuineness,  value,  and  security  of  each  note, 
and  of  any  collateral  thereto,  should  be  carefully  determined,  and  any  losses 
ascertained,  or  probable,  in  the  judgment  of  the  committee,  should  be. 
noted.  The  liabilities  of  each  of  the  larger  borrowers,  and  loans  to  affiliated 
interests,  should  be  aggregated  and  carefully  considered.  The  report  should 
also  show  the  general  character  of  the  loans;  whether  well  distributed; 
the  general  character  of  the  collaterals;  whether  corporations  in  which 
officers  or  directors  are  interested  borrow  to  an  undue  extent ;  also  any  large 
liabilities  of  the  officers  or  directors.  It  should  also  be  shown  whether  all 
paper  claimed  by  the  bank  as  its  own  property,  including  collaterals,  i? 
properly  indorsed  or  assigned  to  it,  and  all  mortgages  recorded.  Any  loans 
exceeding  10  per  cent  of  the  capital  and  surplus  of  the  bank  should  be  re- 
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ported.  The  signatures  of  all  note  makers  and  indorsers  should  be  care- 
fully scrutinized  and  any  erasures  and  alterations  or  any  indications  of 
manipulation  should  be  carefully  investigated  and  reported  to  the  full 
board.  All  overdue  paper  should  be  listed  and  comment  made  as  to  its 
collectability. 

4.  The  certificates  of  deposit  and  the  cashier's  cheques  should  be  veri- 
fied by  totaling  those  outstanding  and  as  shown  by  the  register  and  com- 
paring with  the  general  ledger,  and  also  by  comparing  the  canceled  certifi- 
cates and  cheques  with  the  register  and  checking  them  against  the  stubs. 

5.  The  copy  retained  by  the  bank  of  the  report  of  condition  made  to 
the  Comptroller  at  the  last  call  should  be  compared  with  the  bank's  books 
at  that  date,  particularly  with  reference  to  the  excessive  loans  and  direc- 
tors' and  officers'  liabilities  reported  to  the  board  of  directors. 

6.  The  bank's  last  reconcilements  of  accounts  with  correspondents 
should  be  compared  with  the  bank's  books  and  a  transcript  of  the  bank's 
account  from  the  date  of  the  last  reconcilement  to  the  date  of  the  examina- 
tion sent  to  the  corresponding  bank,  with  a  request  for  verification. 

7.  Individual  ledger  balances  shoiild  be  verified  in  such  manner  as  the 
directors  may  deem  advisable,  by  calling  in  pass-books,  by  sending  out 
reconcilements  of  certain  accounts  selected  by  the  directors,  or  in  some 
other  suitable  way.  A  trial  balance  of  the  ledger  should  be  taken  by  some 
member  of  the  committee,  or  at  least  by  some  person  other  than  the  clerk 
engaged  on  the  ledger. 

8.  Overdrafts  should  be  totaled  and  carefully  considered  and  the  re- 
port should  show  any  estimated  losses. 

9.  The  committee  should  consider  carefully  the  Profit  and  Loss  and 
the  Expense  account,  with  a  view  of  determining  whether  the  charges 
against  those  accounts  are  proper  and  whether  the  earnings  of  the  bank 
warrant  the  expense  charges,  and  the  bank  is  making  a  legitimate  profit. 

10.  The  examining  committee  should  inquire  carefully  into  the  arrange- 
ment of  the  working  affairs  of  the  bank  and  ascertain  whether  any  employee 
who  keeps  the  individual  ledger  receives  dep)Osits  or  balances  pass-books, 
and  whether  the  employees  are  properly  bonded  and  in  whose  custody  the 
bonds  are  lodged. 

11.  Any  liability  of  the  bank  for  borrowed  money  should  be  listed  and 
the  proper  authority  and  the  necessity  for  such  borrowing  ascertained. 
The  total  amount  of  the  present  liabilities  of  that  nature  should  be  re- 
ported to  the  board,  including  money  borrowed  from  other  banks  on  cer- 
tificates of  deposit 

The  Comptroller  desires  that  the  report  of  the  directors  or  the  ex- 
amining committee  should  show  that  the  above  points  have  been  covered 
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and  that  it  should  recite  any  deficiencies  discovered.  The  report  will  also 
be  expected  to  contain  a  complete  statement  of  the  total  assets  and  liabili- 
ties of  the  bank,  with  any  additions  or  deductions  that  in  the  judgment 
of  the  directors  should  be  made  as  a  result  of  their  investigation;  and  a  de- 
tailed statement  of  the  loans  which  the  directors  estimate  as  worthless, 
doubtful,  or  insufficiently  secured,  giving  reasons  therefor,  and  as  nearly 
as  possible  the  real  value.  It  is  furthermore  desired  that  the  report  contain 
a  statement  of  any  matters  which  in  the  opinion  of  the  committee  affect  in 
any  way  the  bank's  solvency,  stability,  or  prosperity. 

The  Comptroller  believes  that  there  are  few  instances  where  the  ex- 
amining committee  cannot,  if  they  will  take  the  necessary  time,  cover  these 
points  fully  and  satisfactorily,  and  that  an  examination  twice  a  year, 
along  the  above  lines,  by  a  committee  of  the  directors  who  will  give  suffi- 
cient time  to  the  work  to  make  it  thorough  and  complete,  cannot  fail  to  be 
of  great  benefit  to  all  concerned,  especially  to  the  shareholders  who  have 
placed  them  in  their  positions  of  trust. 

Federal  and  St^te  Taxes 

The  withholding  provisions  of  the  federal  tax  law  should  be 
studied  carefully  by  the  auditor  of  a  bank  and  tests  should  be 
made  to  see  whether  the  necessary  deductions  are  made.  The 
tax  withheld  and  not  paid  to  the  government  should  appear  as  a 
liabiUty  on  the  balance  sheet.  The  handling  of  ownership  cer- 
tificates should  also  be  tested  by  the  auditor.  The  requirements 
of  the  federal  law  are  fully  discussed  in  the  author's  Income  Tax 
Procedure,  1922,  Chapters  X  and  XI. 

Inquiries  should  be  made  as  to  the  state  taxes  payable  by 
the  bank  and  as  to  whether  such  taxes  are  collected  from  the 
stockholders.  Care  should  be  taken  that  a  sufficient  provision 
is  made  for  the  franchise  taxes  generally  payable  by  the  banks. 

It  is  well  to  ask  for  and  scrutinize  the  last  tax  returns  filed. 
In  many  cases  banks  have  paid  excessive  taxes  due  to  the  keeping 
of  accounts  chiefly  on  a  cash  basis.  Since  federal  and  state 
income  tax  laws  call  for  the  use  of  the  accrual  basis  the  auditor 
may  find  it  profitable  to  analyze  some  of  the  returns  for  the 
years  of  high  taxes  if  the  time  within  which  clahns  for  refimds 
can  be  filed  has  not  elapsed. 
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SAVINGS  BANKS 

The  general  procedure  in  auditing  a  savings  bank  is  more  or 
less  similar  to  that  followed  in  auditing  a  national  or  state  bank. 
Savings  banks  are  limited  by  the  laws  of  most  states  to  certain 
classes  of  investments,  and  are  not  permitted  to  discount  notes 
or  to  make  unsecured  loans.  For  this  reason  most  of  their  assets 
consist  of  bonds,  mortgages  and  other  long-term  investments. 

When  examining  the  mortgages  the  auditor  should  ascertain 
that  in  those  cases  in  which  the  mortgage  covers  improved 
property,  sufficient  insurance  is  carried  (payable  to  the  bank  as 
mortgagee)  to  protect  it  in  case  the  improvements  are  destroyed 
by  fire. 

In  many  states  the  amount  which  each  person  may  deposit 
in  a  bank  is  limited.  Auditors  should  endeavor  to  ascertain 
whether  any  depositors'  accounts  exceed  the  limit,  or,  if,  as  has 
happened  in  some  cases,  one  person  has  more  than  one  account, 
and  the  total  of  the  several  accounts  exceeds  the  limit. 

Confirmation  by  Depositors 

Some  trouble  will  probably  be  experienced  in  procuring  the 
addresses  of  all  the  depositors  for  the  purpose  of  sending  out 
requests  for  confirmations  of  their  accounts.  Any  neglect  on 
the  part  of  the  employees  to  make  every  effort  to  get  these 
addresses  and  keep  them  up  to  date  should  be  mentioned  in  the 
auditor's  report.  Defalcations  in  savings  banks  are  more  often 
concealed  through  manipulation  of  depositors'  inactive  accounts 
than  in  any  other  way. 

It  is  just  as  effective  and  less  expensive  to  mail  to  the  deposi- 
tors a  form  of  conformation  which  requires  the  depositor  to 
communicate  with  the  auditor  only  in  case  of  a  difference,  as  to 
send  a  form  which  every  depositor  must  sign  and  return.  Since 
a  great  many  savings  bank  depositors  are  of  the  working  class, 
usually  a  smaller  percentage  of  the  confirmations  of  the  last- 
mentioned  kind  are  returned  to  the  auditor  than  in  the  case  of 
depositors  in  national  and  state  banks.     In  sending  the  suggested 
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fonn  of  confirmation,  insert  an  unstamped  envelope  for  the  de- 
positor's use  should  he  need  to  communicate  with  the  auditor. 

Unclaimed  Deposits, — The  auditor  should  ascertain  whether 
unclaimed  deposits  have  been  advertised  in  newspapers  in  accor- 
dance with  the  law.  If  any  accounts  which  were  advertised 
were  subsequently  closed,  investigate  to  determine  whether  pay- 
ment has  been  made  to  the  proper  party.  In  some  cases  inter- 
est is  credited  on  unclaimed  accounts  for  a  definite  period. 
According  to  the  law,  in  such  instances,  it  must  be  ascertained 
that  the  interest  has  not  been  credited  after  the  expiration  of  this 
period.     The  New  York  State  bank  law  provides: 

Stock  and  private  banks  and  trust  companies  annually  report  and  pub- 
lish deposits  of  $50  unclaimed  for  5  years;  savings  banks  $10  for  20  years. 

Reports 

The  state  of  New  York  requires  semiannual  reports  from 
savings  banks  in  the  form  reproduced  on  page  39.  This  report 
is  filed  by  the  bank  itself.  In  the  state  of  Massachusetts,  how- 
ever, the  report  is  made  in  the  form  shown  below,  by  a  certified 
public  accountant  appointed  by  the  Commissioner  of  Banks  to 
make  an  audit. 

Mass., 19. . . 

To  the  Auditing  Committee  of  the 

Savings  Bank. 

I  Hereby  Certify,  that,  in  accordance  with  the  requirements  of  law  and  the 
instructions  given  by  the  Commissioner  of  Banks  in  his  circular  letter  No.  313, 

I  have  made  a  thorough  examination  and  audi^  of  the  affairs  of  the 

Savings    Bank   of 

for  the  period  beginning 19 . . ,  and  ending 19   . ; 

that  to  the  best  of  my  knowledge  and  beUef ,  the  transcript  of  general  ledger  balances 
shown  below  truly  exhibits  the  financial  condition  of  the  bank  as  disclosed  by  its 
books  at  the  time  stated,  and  that  the  annexed  report,  schedules  and  statements 
are  true  and  correct. 


Certified  Public  Accountant. 
The  CoiaiONWEALTH  of  Massachusetts,   I      Subscribed  and  sworn  to  before 


f  me  this 

•  ss.  J      day  of 19. 


Notary  Public  or  Justice  of  the  Pacee- 
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Transcript  of  General  Ledger  Balances  at  the  close  of  business. 
19 


Assets 

Liabilities 

Public    Funds,    Bonds    and 

Deposits                                 $ 

Notes,                                   $ 

Guaranty  Fund, 

Railroad  Bonds, 

Profit  and  Loss, 

Street  Railway  Bonds, 

Interest, 

Boston  Terminal  Co.  Bonds, 

Discount  and  Interest  pr^ 

Telephone  Co.  Bonds, 

paid. 

Gas,  Electric  and  Water  Co. 

Suspense  Account, 

Bonds, 

Rent  (Bank  Building), 

Farm  Loan  Bonds, 

Due  on  Uncompleted  Loans, 

Bank  and  Trust  Co.  Stocks, 

Bills  Payable, 

Bankers'  Acceptances, 

Other   Liabilities,    giving 

Securities  acquired  for  debts, 

items: — 

Loans  on  Real  Estate, 

Personal  Loans  to: — 

a.  Three  or  more  individuals, 

b.  Corporations, 

c.  Mass.  Public  Service  Cor- 

* 

porations, 

d.  Railroad  Corporations, 

e.  Collateral  Loans  on: — 

I.  First  Mortgages  of  Real 

Estate, 

2.  Bonds  and  Notes, 

/ 

3.  Books  of  Savings  Banks, 

4-5.  Other  Securities, 

6.  Life  Insurance  Policies, 

Real  Estate  by  Foreclosure, 

Real  Estate  in  possession, 

Real  Estate  for  banking  pur- 

poses, 

Expense  Account, 

Furniture  and  Fixtures, 

Taxes  and  Insurance  paid  on 

Mortgaged  Properties, 

State  Tax  Account, 

Suspense  Account, 

. 

Other  Assets,  giving  items: — 

Deposits  in  Banks  and  Trust 
Cos., 

Cash  and  Cash  Items, 

Total  Assets,               $ 

Total  Liabilitiks,       $ 

SAVINGS  BANKS 
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TRUST  COMPANIES 

The  name  "trust  company"  indicates  that  it  was  the  original 
object  of  such  institutions  to  act  in  a  fiduciary  capacity  and  to 
exercise  trust  functions  only.  A  few  companies  still  limit  them- 
selves to  these  purposes,  but  most  of  them  now  conduct  a  banking 
business  in  addition  thereto.  Their  charters  are  usually  very 
liberal.  While  they  may  not  issue  circulating  notes,  and  in 
some  states  are  forbidden  to  discount  commercial  paper,  they 
are,  on  the  other  hand,  allowed  to  make  loans  on  real  estate,  a 
privilege  denied  to  national  banks  of  central  reserve  cities.^ 

The  auditor  should  bear  in  mind  that  a  large  part  of  the 
deposits  are  demand  deposits.  He  should  not  hesitate  to  call 
attention  to  the  danger  of  having  large  amoimts  invested  in 
assets  which  cannot  be  liquidated  readily. 

National  banks  are  now  permitted  by  the  Federal  Reserve 
Act  to  perform  the  functions  previously  carried  out  exclusively 
by  trust  companies. 

Nature  of  Audit 

The  audit  of  the  banking  department  of  a  trust  company 
should  be  conducted  along  lines  similar  to  those  followed  in 
the  audit  of  a  national  or  state  bank.  The  audit  should,  how- 
ever, also  embrace  such  other  departments  as  the  trust  com- 
pany may  be  operating.  These  usually  are  the  trust  fund, 
safe  deposit,  bond,  real  estate  and  corporate  trust  depart- 
ments. 

A  majority  of  the  companies  carry  controlling  accounts  for 
the  principal  of  the  trust  funds  held  by  them.  The  auditor 
should  make  tests  of  the  amounts  at  which  each  trust  is  carried, 
and  of  the  trusts  received  and  delivered  during  the  period  under 
audit.  The  details  should  be  proved  with  the  controlling  ac- 
counts.    In  the  large  trust  companies  there  are  many  subsidiary 


•A  national  bank  not  situated  in  a  central  reserve  city  may  make  loans  secured 
by  improved  and  unencumbered  real  estate  located  within  one  hundred  miles  of 
the  place  in  which  such  bank  is  located. 
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records  kept  by  different  clerks  and  it  is  possible  to  verify,  at 
least  in  part,  the  entries  in  each  of  these  subsidiary  records. 

None  of  these  departments  should  carry  any  cash  on  hand, 
as  all  necessary  funds  should  be  depKJsited  with  the  banking 
department,  unless,  as  in  Pennsylvania,  the  state  laws  require 
that  trust  funds  be  deposited  iti  other  banks.  All  securities 
which  should  be  on  hand  must  be  accounted  for,  and  the  general 
records  of  each  department  should  be  carefully  checked.  Such 
tests  of  the  detailed  work  should  also  be  made  as  will  satisfy 
the  auditor  that  the  trust  company  is  properly  accounting  to  the 
beneficiaries  of  all  trusts,  and  to  the  principals  for  whom  it  may 
be  acting  as  agent,  for  the  income  collected  by  it. 

It  is  particularly  important  to  require  that  all  transactions 
be  recorded  in  the  books.  In  certain  cases  trust  companies  are 
found  to  be  lax  in  this  respect  where  the  relation  is  merely  one 
of  agency  and  not  based  upon  trust  agreements. 

The  collection  of  the  trust  company's  income  from  these 
departments,  'such  as  commissions  on  the  transactions  of  the 
trust  and  real  estate  departments,  income  and  profits  on  bonds 
handled  by  the  bond  department,  income  from  safe  deposit 
boxes  and  silver  storage  vaults  and  fees  from  corporations  whose 
securities  are  handled  by  the  corporate  trust  department,  should 
be  thoroughly  tested.  The  expenses  of  the  various  departments 
should  also  be  given  careful  attention. 

It  is  physically  impossible,  as  well  as  unnecessary,  in  the 
audit  of  a  large  trust  company,  for  the  auditor  to  check  in  detail 
all  of  the  transactions  during  the  audit  period;  and  the  efficacy 
of  the  internal  check  provided  by  the  system  in  use  should  guide 
him  in  determining  to  what  extent  to  carry  the  tests  of  the  de- 
tailed work. 


CHAPTER  III 

FINANCIAL 

(Part  II) 

This  chapter  covers  the  important  features  of  the  audit  of 
investment  companies  and  stock-brokers. 

INVESTMENT  COMPANIES 

The  theory  on  which  investment  companies  are  fonned 
and  operate  is  that  by  merging  the  capital  of  many  investors 
and  distributing  it  over  a  large  number  of  investments,  the  pro- 
portionate risk  of  loss  incurred  by  any  one  investor  is  very 
small.  The  operation  of  the  law  of  averages  also  permits  invest- 
ing in  securities  yielding  a  somewhat  higher  rjite  of  income 
without  the  probability  of  the  total  capital  being  lost.  This 
latter  result  is  not  infrequently  the  case  with  an  individual  in- 
vestor who  has  but  a  small  amount  to  invest  and  hence  cannot 
distribute  it  over  a  number  of  investments.  Aside  from  holding 
companies,  which  are  organized  more  for  the  purpose  of  practi- 
cally merging  a  group  of  companies  than  for  trading  in  their 
securities,  investment  companies  are  much  more  common  in 
Europe  than  in  the  United  States. 

Purchases  and  sales  of  securities  should  be  verified  by  the 
brokers'  memoranda  therefor.  It  is  important  in  this  connec- 
tion to  see  that  accrued  interest  on  bonds  and  dividends  on  stocks 
bought  or  sold  ex-dividend,  are  properly  treated.  Entries  for 
purchases  and  sales  of  securities  made  at  a  flat  price  should  be 
made  so  as  to  apportion  the  cost  of  sale  between  the  interest 
or  dividend  accrued  to  date  of  purchase  or  sale  and  the  net 
capital  cost  or  realization. 

Income  accruing  from  all  investments  held  during  the  audit 

42 
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period  should  be  accounted  for.  The  securities  held  at  the  date 
of  the  balance  sheet  should,  of  course,  be  examined. 

K  the  net  result  of  the  year's  change  in  investments  is  a  prof- 
it, it  may  be  paid  out  in  dividends ;  if  the  net  result  is  a  loss, 
it  must  be  charged  against  surplus,  unless  a  reserve  already 
exists  against  which  the  loss  may  be  charged.  The  most  con- 
servative policy  for  the  treatment  of  profits  realized  from  changes 
in  investments  is  not  to  credit  them  at  all  to  the  current  income 
account,  but  to  a  special  reserve  or  surplus  account  to  provide 
for  possible  future  losses  on  investments  owned  which  cannot 
be  foreseen  at  the  present  time.  When  profits  on  investments 
are  treated  as  income,  they  should  be  shown  separately  in  the 
income  account. 

The  complexion  of  the  balance  sheet  necessarily  depends 
very  largely  on  the  valuations  at  which  the  investments  held 
are  entered  therein.  Consequently  the  verification  of  the  invest- 
ment valuations  may  well  be  said  to  be  the  most  important 
single  feature  of  the  audit. 

Should  investments  have  been  acquired  in  exchange  for  the 
company's  own  stock  and  be  carried  on  the  books  at  values 
which  are  obviously  in  excess  of  their  real  values,  even  though 
the  latter  may  not  be  definitely  ascertainable  from  market 
quotations,  it  is  clearly  the  duty  of  the  auditor  to  call  attention 
to  the  fact  that  such  investments  are  not  being  carried  at  their 
actual  value. 

Each  individual  investment  need  not  be  written  down  to 
market  value  when  there  has  been  a  fall  in  price.  If  the  aggre- 
gate market  value  of  all  investments  equals  the  total  cost  thereof, 
that  is  sufficient.  Should  the  aggregate  market  value,  however, 
be  less  than  cost,  it  is  preferable  to  credit  the  net  difference  to 
a  fluctuation  reserve  rather  than  to  adjust  the  book  value  of 
each  individual  investmei^t.  It  is  also  preferable  to  show  the 
fluctuation  reserve  as  a  deduction  ("in  short")  from  the  total 
value  of  the  investments  in  the  balance  sheet,  rather  than  as 
an  item  among  the  liabilities.     This  reserve  is  not  an  actual 
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liability,  but  exists  solely  for  the  purpose  of  bringing  the  book 
value  of  the  investments  down  to  market  value.  It  is  quite  in 
order  to  readjust  the  reserve  from  year  to  year  to  accord  with 
changed  market  conditions.  Care  should  be  taken,  however, 
that  having  treated  reserves  for  losses  or  decreases  in  market 
values  as  an  extraordinary  charge  in  the  profit  and  loss  account 
of  the  year  in  which  the  reserves  are  made,  that  part  of  the  re- 
serves which  is  no  longer  needed  when  prices  go  up  again,  is  not 
treated  as  ordinary  income. 

The  book  value  of  investments  should  not  be  increased 
when  market  prices  exceed  cost  unless  the  surplus  arising  from* 
reappraisal  is  clearly  segregated  from  earned  surplus.  The  excess 
should  not  be  credited  to  the  ordinary  income  or  surplus  account 
from  which  dividends  are  paid,  but  should  be  credited  to  a  spe- 
cial reserve  or  surplus  account,  sinqp  conservative  accounting 
practice  is  against  increasing  asset  values  above  cost'.  On  the 
other  hand,  there  can  be  no  deception  if  appreciation  in  values 
is  clearly  shown  on  the  balance  sheet.  Stockholders  are  some- 
times deceived  when  securities,  which  have  greatly  appreciated 
in  value,  are  carried  at  cost. 

If  the  company  owns  stock  paid  for  in  part  only  and  subject 
to  calls  for  additional  payments,  the  amount  which  may  be 
called  for  should  be  shown  as  a  contingent  liability.  If  the 
company  has  received  stocks  or  bonds  in  payment  of  promotion 
services  in  connection  with  the  floating  of  new  securities,  the 
amount  realized  from  the  sales  of  such  stocks  or  bonds  should  be 
included  as  income. 

Apparent  increases  in  investment  values  by  reason  of  rising 
market  prices  should  not  be  treated  as  income  until  they  have 
actually  been  realized  by  sale  of  the  securities.  It  is  important 
for  the  auditor  to  see  that  all  profits  on  sales  of  investments 
which  may  be  shown  were  actually  realized,  and  that  they  have 
not  been  brought  into  the  books  by  placing  a  higher  value  on 
securities  received  in  making  exchanges.  So  far  as  possible, 
the  auditor  should  also  satisfy  himself  that  no  part  of  the  profit 
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shown  is  the  result  of  "wash  sales"  or  other  transactions  of  a 
similar  character. 

The  valuation  of  marketable  investments  is  well  treated  in 
A.  Lowes  Dickinson's  admirable  paper  on  "The  Profits  of  a 
Corporation"  (Proceedings  of  the  Congress  of  Accountants, 
1904,  pages  183-184). 

The  question  of  the  investment  of  undistributed  profits 
and  its  relation  to  federal  taxes  should  be  considered. ^ 

In  conclusion,  it  may  be  stated  that,  even  though  imder  cer- 
tain circumstances  the  payment  of  dividends  by  investment  com- 
panies without  first  making  good  decreases  in  the  value  of  in- 
vestments may  not  conflict  with  existing  laws,  such  procedure 
is  so  much  at  variance  with  the  canons  of  sound  finance  that 
the  auditor  should  be  certain  that  the  published  reports,  and 
particularly  his  certificate,  clearly  show  the  actual  condition  of 
affairs. 

STOCK-BROKERS 

Without  doubt  a  practical  knowledge  of  the  "inner  workings" 
of  a  stock-broker's  office  is  valuable  to  the  auditor  engaged  to 
make  an  audit  of  accounts  of  this  nature,  but  the  lack  of  such 
special  knowledge  is  not  an  insuperable  obstacle  to  a  competent 
accountant.  From  good  articles  which  quite  often  appear  in 
financial  magazines,  and  from  talks  with  stock-brokers,  a  good 
idea  of  the  methods  in  use  can  be  obtained.  It  is,  however,  im- 
portant that  prior  to  beginning  an  audit  of  such  accounts,  the 
auditor  have  a  knowledge  of  the  books  used.  Frequently  stock- 
brokers require  that  special  accounting  work  be  done  at  busy 
periods,  and  such  work  affords  the  future  auditor  a  good  oppor- 
tunity to  familiarize  himself  with  the  books  of  account. 

In  most  brokers'  offices  the  names  of  securities  are  rarely 
written  out  in  full  in  the  books.  The  stock  exchange  initials 
are  generally  used  in  referring  to  listed  securities,  while  the  names 


^Montgomery's  Income  Tax  Procedure,  1922,  pages  1262-6^. 
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of  unlisted  stocks  are  abbreviated.  It  is,  therefore,  essential 
that  the  auditor  be  familiar  with  these  customary  abbrevi- 
ations. 

Brokers  buy  and  sell  securities  for  customers  and,  at  times, 
for  their  own  account.  The  customers  may  pay  for  such  pur- 
chases in  full  and  request  the  delivery  to  them  of  the  securities 
purchased,  or  they  may  be  carried  "on  margin"  by  brokers  for 
the  customers'  accounts.  Customers  may  desire  brokers  to 
remit  the  entire  proceeds  of  sales  of  securities,  or  may  leave  the 
proceeds  on  deposit  with  the  brokers  for  future  use  in  purchasing 
other  securities. 

Brokers,  therefore,  handle  not  only  cash,  but  securities  as 
well.  Usually  the  values  of  the  securities  carried  by  brokers  are 
many  times  larger  than  the  cash  on  hand  and  in  bank.  Brokers 
find  it  necessary  to  borrow  large  sums  of  money  from  banks,  for 
which  they  are  required  to  deposit  securities  as  collateral,  which 
in  most  cases  are  those  being  carried  "on  margin"  by  the  brokers 
for  their  customers.  At  times,  brokers  must  borrow  securities 
from  other  brokers,  or  may  find  it  desirable  to  lend  them  securi- 
ties. It  is  also  necessary  to  send  securities  to  the  transfer 
offices  of  various  companies  to  have  certificates  transferred  to 
their  own  and  customers'  names,  and  securities  are  at  times 
deposited  with  stockholders'  or  bondholders'  committees,  or  for 
other  reasons  may  not  be  in  the  ofi&ce  of  a  broker  at  the  time  the 
audit  is  begun. 

Records 

Obviously  brokers'  books  must  account  for  all  securities,  as 
well  as  for  all  cash,  and  for  this  reason  they  are  radically  different 
in  form  and  nature  from  the  books  of  account  usually  found  in 
other  lines  of  business.  The  books  generally  used  in  stock- 
brokers' offices  in  New  York  City  are  the  following: 

Clearing  House  Blotter.  For  recording  the  purchases  and 
sales  in  lots  of  loo  shares  or  multiples  thereof  of  clearing  house 
stocks,  i.e.,  stocks  which  because  of  their  activity  are  listed  by 


STOCK-BROKERS  47 

the  Stock  Clearing  Corporation,2  and  are  subject  to  its  provis- 
ions. 

Tickets  showing  the  details  of  transactions  in  stocks  as  to 
principals,  number  of  shares,  class  of  security,  price  and  mone- 
tary value,  are  entered  on  a  form  provided  by  the  Stock  Clearing 
Corporation  and  known  as  a  clearing  house  sheet,  the  purchases 
being  entered  on  the  left-hand  side  and  the  sales  on  the  right- 
'hand  side.  These  are  summarized  as  to  classes  of  stocks  and 
slips  are  prepared  for  the  net  balances  of  stocks  to  be  received 
or  delivered  the  next  day.  These  balances  are  valued  at  prices 
fixed  by  the  Stock  Clearing  Corporation,  which  are  the  approxi- 
mate closing  prices  for  the  day  and  are  printed  on  the  tape 
after  the  close  of  the  market.  A  cheque  or  draft  is  submitted 
in  settlement  of  the  amount  due  to  or  from  the  corporation, 
representing  the  adjustment  to  the  Stock  Clearing  Corporation 
prices  of  the  stock  balances  which  will  be  received  or  delivered 
the  following  day. 

In  a  majority  of  the  large  stock  exchange  houses  the  clearing 
house  blotter  is  an  exact  copy  of  the  clearing  house  sheet,  except 
that  in  addition  it  provides  columns  for  customers'  names,  com- 
missions, revenue  taxes,  etc. 

Ex-Clearing  House  Blotter.  This  is  used  to  record  all  ex- 
clearing  house  transactions,  i.e.,  odd  lots,  transactions  in  ex- 
clearing  house  stocks,  bonds,  etc.  Some  houses  which  have 
numerous  odd-lot  transactions  with  certain  houses  which  spe- 
cialize in  odd  lots,  have  adopted  the  practice  of  running  a  "sheet" 
with  the  latter.  Where  such  is  the  case  a  separate  blotter  is  de- 
voted to  these  particular  transactions,  which  bears  the  same  rela- 
tion to  its  "sheet"  as  does  the  clearing  house  blotter  to  the  clear- 
ing house  sheet.  This  blotter  is  also  used  to  record  cash  receipts 
and  disbursements  and  securities  received  and  delivered.     It 


'The  Stock  Clearing  Corporation  is  an  organization  of  stock-brokers  in  New 
York  City  which  "clears"  for  its  members  transactions  in  certain  active  listed 
securities.  It  also  clears  the  stocks  involved  in  the  purchase  and  sale  of  securities, 
also  in  bank  loans,  stock  loans  and  failures. 
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also  serves  as  a  journal  in  a  number  of  houses.  Where  so  used, 
these  entries  are  called  "cross-entries,"  presumably  because  no 
cash  enters  into  them. 

The  best  practice,  however,  is  to  use  a  journal  for  all  entries 
other  than  cash,  and  its  use  is  growing  more  general  with  large 
stock  exchange  houses. 

In  all  of  the  blotters  above  mentioned,  columns  are  provided 
for  entering  the  commission  charged  for  executing  the  customers' 
orders,  the  value  of  revenue  tax  stamps  required  by  the  New 
York  and  the  federal  tax  laws  to  be  attached  to  certificates  or 
bills  of,  sale  when  sold,  the  amounts  to  be  paid  to  or  received 
from  other  brokers,  and  the  amounts  to  be  charged  or  credited 
to  customers  for  the  purch  ases  or  sales  of  securities. 

General  Ledger.  This  ledger  contains  the  various  asset,  lia- 
bility, income  and  expense  accounts  of  the  business.  The  cus- 
tomers' and  stock  and  money  loan  accounts  are  usually  carried 
in  this  ledger  in  total  by  the  use  of  controlling  accounts. 

Customers  Ledger.  Separate  accounts  are  kept  herein  for 
each  customer,  which  show  not  only  the  customers'  transactions 
and  cash  balance  due  by  or  to  them,  but  also  the  stocks  "long" 
and  "short"  in  their  accounts. 

A  form  of  ledger  which  is  now  used  extensively  is  one  which 
has  two  sheets  for  each  customer,  between  which  a  carbon  is 
inserted.  The  first  sheet  is  perforated  along  the  left-hand  side 
near  the  binder  and  is  used  as  a  statement  which  is  sent  to  the 
customer.  It  is  in  exactly  the  same  form  as  a  ledger  sheet.  The 
second  sheet  is  the  ledger  page.  Some  brokerage  firms  prefer 
keeping  the  original  as  the  ledger  record  and  sending  the  dupli- 
cate as  the  statement. 

Stock  Record.  Under  accounts  with  each  security  are  re- 
corded, on  the  "long"  side,  the  customers  who  are  "long"  of  the 
securities,  brokers  from  whom  securities  are  borrowed,  or  the 
investment  accounts  in  which  are  carried  the  securities  owned  by 
the  brokers;  and  on  the  "short"  side,  the  securities  on  hand 
(usually  termed  "in  the  box"),  the  customers  who  are  "short" 
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of  the  securities,  the  brokers  to  whom  securities  are  loaned,  the 
banks  or  others  holding  securities  as  collateral  for  loans,  and 
the  securities  in  transfer.  The  accounts  with  stocks  are  kept  in 
shares,  and  those  with  bonds  are  kept  in  their  par  value.  The 
aggregate  of  the  "long"  and  "short"  sides  must  agree.  Numer- 
ous vertical  columns  are  provided  for  rebalancing  at  the  close  of 
each  day  those  securities  in  which  transactions  were  made. 

In  some  houses  the  stock  record  is  kept  on  cards  in  account 
form  with  two  columns  on  each  side  for  the  dates  in  and  out. 
Such  a  form  and  the  entries  for  a  few  transactions  are  illustrated 
below. 

Position  at  Opening  of  Business,  January  i 
United  States  Steel  Corporation,  Common 
Long  Shares  Short  Shares 

Customer  Jones 200        First   National   Bank    (deposited 

Smith 100  with  them  as  collateral  on  loan) .  150 

Brown 100        Customer  Robinson 100 

Borrowed  from  other  brokers. . . .   150        Out  for  transfer 50 

Box  or  on  hand 250 

550  55° 

Transactions 
January  2 

100  shares  sold  for  customer  Jones  which  are  delivered  to  the  purchaser. 
50  shares  are  received  from  the  transfer  agent. 
January  j 

100  shares  are  purchased  for  customer  Robinson  to  cover  his  short  sale. 
The  stock  is  received  and  it  is  delivered  to  the  broker  who  loaned 
the  150  shares  originally. 
January  4 

200  shares  are  sold  for  customer  Harris,  no  delivery  of  stock  is  made, 

nor  has  the  stock  been  received  from  the  customer. 
50  shares  are  withdrawn  from  the  First  National  Bank  and  added  to 
the  securities  on  hand. 
January  5 

100  shares  are  purchased  for  customer  Smith  which  are  received  and 
added  to  the  securities  on  hand. 


50 
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Stock  Record 

(Showing  original  and  closing  positions  and  transactions  in  the 

interim) 

United  States  Steel  Corporation,  Common 


Shares 
Date       Name  Long  Closed 

Jan.  I  Jones 200  Jan.  2 

I  Smith 100  s 

I  Brown 100 

1  Borrowed i^o  3 

2  Jones 100 

3  Borrowed •. . . .     50 

4  Failed  to  deliver. . .  .   200 

5  Smith 200 


Shares 
Date  Name  Short  Closed 

Jan.  I  First  Nat.  Bank  . . .   150  Jan.  4 


I  Robinson 100 

I  Transfer 50 

1  Box 250 

2  Box 150 

2  Box 200 

4  Harris 200 

4  First  Nat.  Bank  . .  .  100 

4  Box 250 

5  Box 350 


Position  at  Close  of  Business,  January  5 


Long  Shares 

Customer  Brown 100 

Jones ICO 

Smith 200 

Borrowed  from  other  brokers  ....     50 
Failed  to  deUver  to  other  brokers  .   200 

650 


Short  Shares 

Customer  Harris 200 

First   National    Bank    (deposited 

with  them  as  collateral  on  loan).  100 
Box  or  on  hand 350 


650 


Margin  Record.  The  status  of  each  customer's  money  bal- 
ance and  the  shares  of  stocks  and  par  of  bonds  as  security  for  his 
account,  and  the  market  value  thereof,  are  recorded  herein,  and 
this  information  is  kept  up  to  date  (to  the  minute)  at  all  times. 
It  is  the  indicator  of  weak  margins  and  is  a  most  important  book. 
In  large  offices  it  is  necessary  to  have  several  such  records. 
Margin  clerks  must  be  alert  and  thoroughly  familiar  with  each 
account  under  their  supervision.  Laxity  or  neglect  in  this  de- 
partment may  result  in  large  losses  if  the  market  is  active- 
Record  of  Money  Loans.  Entries  are  made  herein  of  money 
borrowed,  and  the  collateral  deposited  therefor.  Separate  ac- 
counts are  kept  with  each  loan,  and  the  aggregate  of  all  the  loans 
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must  agree  with  the  controlling  account  for  "Money  Borrowed" 
in  the  general  ledger. 

Record  of  Stock  Loans.  This  is  used  to  record  the  securities 
borrowed  from  or  loaned  to  other  brokers  and  the  amounts  of 
money  deposited  or  received  as  security  for  their  return.  The 
aggregate  of  these  loans  must  agree  with  their  respective  con- 
trolling accounts  in  the  general  ledger.  Securities  sold  or  bought 
ostensibly  for  cash,  but  which  are  not  delivered  or  received  for 
various  reasons  on  the  day  following  the  transactions,  but 
which  non-deUveries  are  not  intended  to  act  as  "loans,"  are 
termed  "failed  to  deliver"  and  "failed  to  receive"  items  respec- 
tively, and  must  agree  with  controlling  accounts  in  the  general 
ledger.  The  details  are  entered  in  separate  "failed  to  deliver" 
and  "failed  to  receive"  records. 

Other  Books.  In  addition  to  the  books  specifically  referred 
to,  there  are  daily  records  of  securities  in  box,  bank  pass-books, 
cheque  books,  petty  cash  books,  order  books,  register  of  securi- 
ties received  and  delivered,  notices  of  purchases  and  sales, 
customers'  statements,  pay-rolls  and  other  subsidiary  exp>ense 
and  memorandum  records. 

Program  of  Audit 

A  large  and  competent  staff  should  be  used  on  the  audit  of 
a  stock  brokerage  firm  as  the  work  must  be  done  rapidly  and 
accurately.  The  securities  on  hand  must  be  examined  and 
scheduled  or  compared  with  the  box  book.  When  examining 
the  securities  it  should  be  seen  that  those  registered  are  in 
negotiable  form  and  that  the  next  maturing  and  all  subsequent 
coupons  are  on  coupon  bonds.  Where  a  large  quantity  of 
securities  are  on  hand  it  may  not  be  feasible  to  examine  each 
security  for  these  features,  but  a  sufficient  test  should  be  made 
to  insure  that  the  proper  care  is  being  exercised  by  the  client's 
staff. 

The  securities  held  by  banks  as  collateral  for  loans,  securities 
out  for  transfer,  transactions  with  other  brokers  in  securities 
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designated  as  "borrowed"  and  "loaned, '*^  "failed  to  deliver" 
and  "failed  to  receive"  must  be  confirmed  by  corresp)ondence. 
The  confirmations  are  prepared  in  duplicate,  the  original  mailed 
for  verification  and  the  duplicate  retained  by  the  auditor.  The 
money  balances  covering  the  above  transactions  are  co;ifirmed 
at  the  same  time  and  care  should  be  taken  to  see  that  the  aggre- 
gate is  in  agreement  with  the  respective  controlling  accounts  in 
the  general  ledger. 

Many  houses  make  a  practice  of  holding  securities  for  safe- 
keeping for  customers.  These  should  be  confirmed  by  the  audi- 
tor, but  if  confirmations  cannot  be  obtained  attention  should  be 
called  to  the  fact  in  the  report. 

The  stock  record  should  be  checked  from  the  schedule  pre- 
pared of  the  securities  on  hand,  and  from  the  duplicates  of  the 
confirmations  as  described  above.  The  securities  "long"  and 
"short"  in  customers'  accounts  and  in  the  accounts  with  corres- 
pondents in  other  cities  should  be  checked  to  the  stock  record 
from  the  statements  to  be  sent  to  the  customers.  The  securities 
"long"  and  "short"  in  the  client's  own  investment  accounts  may 
be  checked  from  the  general  ledger. 

It  is  extremely  important  that  the  securities  be  balanced 
quickly,  because  in  an  active  market  numerous  changes  are 
made  and  the  investigation  of  differences  is  very  troublesome. 
They  are  balanced  by  seeing  that  the  aggregate  of  the  "long" 
and  "short"  securities  previously  checked  by  the  auditor  are  in 
agreement. 

The  customers'  statements  are  generally  press-copied  be- 
fore being  turned  over  to  the  auditor.  In  some  cases  instead  of 
the  press-copy  a  carbon  copy  is  prepared  which  serves  as  a 
ledger  sheet;  in  other  cases  no  copies  are  made  but  the  statements 
are  carefully  checked  with  the  ledger  and  notation  made  on  the 
ledger  account  of  the  date  of  the  mailing  of  the  statement.  The 
auditor  himself  should  mail  the  statements  after  checking  the 
stocks  "long"  or  "short"  at  the  time  of  the  audit,  and  scheduling 
the  customers'  names  and  money  balances  for  checking  with 
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the  trial  balance  of  the  customers  ledgers  to  be  verified  later. 

When  mailing  them,  a  form  for  confirming  the  balances  and 
securities  in  their  accoimts  at  the  date  of  the  audit  should  be 
sent  to  all  customers,  as  well  as  return  envelopes,  in  order  to 
insure  the  confirmations  being  sent  direct  to  the  auditor's 
office. 

It  is  advisable  to  mail  the  statements  in  envelopes  which  are 
printed  or  stamped  in  such  a  manner  that  in  case  of  non-delivery 
the  statements  will  be  returned  to  the  auditor  rather  than  to  the 
client's  office.  Ledger  accounts  for  which  statements  are  not 
mailed  by  the  auditor  should  be  noted  and  investigated  if  the 
reason  for  non-mailing  is  not  apparent.  The  client's  attention 
should  be  called  to  these  items  since  they  may  prove  to  be  "blind" 
accoimts  which  are  being  used  for  improper  purposes. 

Second  requests  for  confirmations  should  be  sent  to  all 
customers  failing  to  reply  to  the  first  one.  Second  requests 
by  registered  muil  are  imperative  incases  where  a  surety  company 
has  issued  a  sf)ecial  bond  with  respect  to  losses  through  trades 
fraudulently  conducted  by  an  employee  and  where  audits  are 
required  once  each  year.  A  list  of  the  customers  from  whom 
no  confirmations  have  been  received  should  be  submitted  to  the 
client. 

The  cash  and  transfer  stamps  on  hand  should  be  counted 
and  the  bank  accounts  reconciled  with  statements  received  or 
pass-books  balanced  by  the  banks.  The  balances  should  also 
be  confirmed  by  direct  correspondence  with  the  resp>ective 
depositories. 

The  margins  in  the  customers*  accounts  should  be  carefully 
scrutinized,  and  accounts  with  insufficient  margins  called  to  the 
client's  attention. 

The  trial  balances  of  all  ledgers  should  be  verified.  No 
nominal  accounts  should  be  kept  in  the  customers  ledger,  and  all 
of  the  accounts  in  the  general  ledger  should  be  carefully 
scrutinized. 

The  correctness  of  the  interest  charged  customers  and  paid 
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to  banks  and  brokers,  including  rates  as  well  as  calculations, 
and  of  the  commissions  charged  for  executing  customers'  orders 
and  paid  to  floor  brokers  for  executing  orders,  should  be  thor- 
oughly tested. 

The  collection  of  income  received  during  the  audit  period  on 
securities  owned  by  the  client  should  be  verified,  and  all  of  the 
charges  to  the  various  expense  accounts  should  be  carefully 
scrutinized,  and  vouchers  and  pay-rolls  examined  and  compared 
with  these  entries. 

Brokers  collect  considerable  sums  in  dividends  for  their  cus- 
tomers, a  part  thereof  being  in  turn  paid  to  the  latter,  but  the 
larger  part  credited  to  their  ledger  accoimts.  The  collections 
made  are  credited  to  one  or  more  dividend  accounts.  These 
accoimts  are  debited  with  the  payments  to  customers  (or  to  other 
brokers  who  hold  stock  certificates  which  still  stand  in  the  name 
of  the  client  who  sold  them  some  time  before)  and  with  the 
amounts  transferred  to  the  credit  of  customers  whose  accounts 
are  "long"  the  stock  on  which  the  dividend  has  been  collected. 
The  dividend  account  is  also  credited  with  the  amounts  charged 
to  customers  who  are  "short"  of  the  stock  on  which  a  dividend 
has  been  paid.  Theoretically  the  nature  of  the  dividend  account 
is  such  that  it  needs  little  or  no  inspection,  but  since  dividends 
are  sometimes  not  called  for  until  long  after  their  declaration, 
it  is  necessary  to  verify  the  entries  in  the  account  to  make  cer- 
tain that  advantage  has  not  been  taken  of  the  condition  men- 
tioned to  abstract  dividends  which  may  not  be  called  for  or 
which  should  have  been  credited  to  some  customer's  account, 
but  on  which  a  chance  is  taken  that  the  customer  will  not 
detect  the  failure  to  credit  the  dividend  to  his  account. 

Where  brokers  are  carrying  cotton  or  grain  trades  for  cus- 
tomers the  options  should  be  balanced  with  the  Cotton  Clearing 
House  sheet  in  the  case  of  cotton  trades,  provided  the  brokers 
are  members  of  the  Cotton  Exchange,  and  in  other  cases  they 
should  be  balanced  with  statements  rendered  by  other  brokers 
through  whom  options  were  traded  in. 
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Instance  of  Fraud 

A  recent  case  of  fraud  discovered  in  a  stock-broker's  office 
was  accomplished  in  the  following  manner: 

The  cashier  was  allowed  to  do  part  of  the  work  on  the  ledgers. 
The  footings  of  the  receipts  entered  in  the  ex-clearing  house  blotter 
were  reduced  to  the  extent  of  the  amounts  to  be  taken  or  already 
obtained.  Cheques  were  taken  from  the  back  of  the  cheque 
book  and  given  the  same  numbers  as  current  cheques.  Money 
was  obtained  thereon  and  the  cheques  destroyed  when  they  were 
returned  by  the  bank,  when  the  pass-book  Wcis  balanced.  No 
entry  was  made  in  the  blotter  for  these  items,  but  the  items  posted 
in  the  ledger  or  the  footings  of  different  accounts  were  falsified 
in  order  to  show  a  correct  trial  balance.  Most  of  the  erroneous 
entries  were  made  in  the  interest  account,  which,  for  the  most 
part,  showed  only  totals  of  the  interest  for  the  month  as  entered 
in  the  different  customers'  accounts.  The  totals  were  ascer- 
tained from  a  detail  sheet,  which  was  later  destroyed,  and  the 
amount  actually  entered  was  not  in  accordance  with  the  aggre- 
gate of  the  items  for  the  month.  At  other  times  payments  were 
charged  to  personal  accounts  for  which  no  statements  were  sent 
out.  The  charges  were  sometimes  fictitious  entries  made  in 
the  ledger  account  only,  or  a  posting  made  from  an  item  in  the 
blotter  which  was  not  covered  by  one  of  the  regular  cheques. 

Another  case  of  fraud  was  reported  thus: 

He  began  speculating  two  years  ago  with  a  fair  degree  of  luck.  Then 
he  made  one  big  plunge  and  lost  everything.  In  order  to  retrieve  his  losses 
he  began  dipping  into  the  funds  of  his  employers,  who  placed  absolute 
confidence  in  him.  He  covered  up  his  thefts  by  manipulating  the  accounts 
of  several  customers  by  dealing  in  commodities  in  their  names.  In  addi- 
tion he  opened  several  fictitious  accounts  in  the  books. 

Then,  according  to  the  jxjlice,  he  said  that  on  May  12  he  falsified  an 
account  carried  in  the  name  of  a  customer,  which  netted  him  more  than 
$65,000.    This  led  to  discovery  by  his  employers. 

The  confirmation  of  the  customers'  accounts  by  an  auditor 
would  have  disclosed  these  frauds. 
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Liquidating  Balance  Sheet  Audit 

The  purjKJse  of  a  liquidating  balance  sheet  is  to  show  the 
financial  position  of  the  firm.  The  information  such  a  balance 
sheet  affords  is  far  more  complete  than  one  prepared  from  the 
accounts  showing  only  money  balances,  for  it  also  shows  the 
security  valuations  at  market  and  the  equity  in  all  the  accounts. 
While  a  liquidating  balance  sheet  audit  is  more  comprehensive 
than  the  ordinary  audit,  the  procedure  up  to  a  certain  point  is 
the  same. 

After  the  securities  have  been  balanced  (which  in  an  audit 
of  this  nature  should  be  done  by  building  up  an  independent 
security  record  or  using  a  copy  of  the  open  items  as  appearing 
in  the  client's  security  record)  they  should  be  priced  and  ex- 
tended at  the  closing  market  price  of  the  day.  The  long  and 
short  sides  of  both  quantities  and  money  must  be  footed  and 
proved  for  each  security. 

From  the  amounts  extended  for  each  stock  for  the  individual 
customers'  accounts,  their  equity  should  be  established,  as  out- 
lined hereafter.     For  this  purpose  it  is  advisable  to  use  columnar 
sheets  using  headings  as  set  forth  in  the  liquidating  trial  balance 
n  pages  57  and  58. 

The  equity  is  ascertained  by  subtracting  from  the  money  value 
of  the  securities  the  amount  of  the  balance  taken  from  the  ledger. 
This  difference  is  carried  out  to  the  proper  column. 

As  it  is  desirable  to  show  separately  both  the  customers  with 
insufficient  margins  and  those  with  money  balances  only,  special 
columns  are  provided  for  that  purpose. 

The  accounts  other  than  customers,  i.e.,  bank  loans,  failures  to 
deliver  and  receive,  borrowed  and  loaned  stocks  and  transfers, 
are  treated  in  the  same  manner  as  the  customers,  and  the  net 
differences  between  the  contract  and  the  market  values  are 
extended  to  proper  columns.  The  securities  in  transfer  and  in  the 
bo  or  vault  are  priced  and  the  market  value  shown  as  an  asset. 

It  must  be  borne  in  mind  that  the  form  outlined  can  only  be 
used  for  the  audit  of  a  medium-sized  firm.     However,  irrespec- 
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tive  of  the  size  of  the  concern  the  procedure  is  fundamentally 
the  same,  except  that  in  a  large  concern  separate  schedules  are 
prepared  for  practically  each  class  of  items  and  the  totals  are 
carried  to  a  working  sheet. 

In  order  to  be  of  value  the  balance  sheet  must  be  completed 
as  quickly  as  possible  since  the  market  values  change  rapidly. 

As  an  indication  of  the  information  which  should  be  prepared 
to  determine  the  financial  condition  of  stock-brokers,  the  ques- 
tionnaire sent  by  the  New  York  Stock  Exchange  to  its  members 
is  reproduced  below.  The  first  call  was  made  for  this  informa- 
tion as  at  June  30,  1922. 

New  York  Stock  Exchange 
Questionnaire  for  Registered  Member  Firms 

1.  Total  Bank  Balance 

Enter  separately,  amount  of  contribution  to  Clearing  Fund  of  Stock 
Clearing  Corporation,  and  deposits  with  Trust  Companies  to 
guarantee  Cotton  Contracts,  etc. 

2.  Total  Money  Borrowed,  and  Total  Value  of  Collateral 

Enter  separately,  accoimts  carried  for  your  firm  by  other  banking 

or  brokerage  houses,  showing  debit  and  credit  money  balances  and 

value  of  securities  both  long  and  short. 
State  Ledger  Balances  in  the  following  accounts: 

Stock  Borrowed 

Stock  Loaned 

Failed  to  Deliver 

Failed  to  Receive 

3.  Market  Value  of  Negotiable  Securities  in  Box  and  Transfer  Books 

Classify  as  foUows: 
Listed  on  New  York  Stock  Exchange 

Market  value  over  $5  per  share 

Market  value  under  $5  per  share 
Not  listed  on  New  York  Stock  Exchange 

Market  value  over  $5  per  share 

Market  value  under  $5  per  share 

(Note)  Do  not  include  the  value  of  any  securities  in  "Safe  Keeping," 
nor  the  value  of  any  securities  carried  as  "long"  if  paid  for  in  full  by 
customers. 
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Customers  Accounts  (all  personal  accounts  other  than  members  of  the 
firm) 

(a)  Total  Ledger  Debit  Balances  in  Customers'  Accovmts 

Classify  as  follows: 

I  Secured  (State  value  of  'securities) 
II  Partly  secured  (State  value  of  securities) 
m  Unsecured 

(b)  Total  Ledger  Credit  Balances  in  Customers'  Accounts 

Classify  as  follows: 

I  Against  market  value  of  short  sales  of  securities.     (State 

value  of  these  short  securities) 
n  Customers'  credits  as  margin  on  open  contracts  in  grain, 
cotton  and   other   commodities.     (State   equity   and 
deficit  with  these  contracts  figured  at  the  market) 
m  Free  Credit  Balances. 
(Note)  Do  not  include  in  answers  to  Question  4  the  value  of 
any  securities  in  "Safe  Keeping"  nor  the  value  of  any  securi- 
ties carried  as  "long"  if  paid  for  in  full  by  customers. 
Partners  Accounts  (including  Capital  Accounts) 
Total  Debit  Balances  and  Total  Credit  Balances,  also  Total  Value  of 
Long  Securities  and  Total  Value  of  Short  Securities  in  the  following 
accotmts: 

(a)  Partners  individual  accounts 

(b)  Firm  investments  and  trading  accounts 

(c)  Capital  accounts 

Enter  separately  amount  at  which  Stock  Exchange  seats,  oflBce 
furniture,  and  other  Fixed  Assets  are  carried  on  the  books 

Give  general  description  of  imderwritings  and  Syndicate  Participation 
a/c's 
Profit  and  Loss  Accounts 

Surplus  and  Undivided  Profits,  including  balances  in  Income  and 
Expense  accounts  (Commission,  Interest,  Exjjenses,  etc.)  which 
will  eventually  be  closed  by  journalizing  to  a  Profit  and  Loss 
Account. 

(Note)  This  question  may  be  answered  by  giving  one  net  amount, 
specifying  debit  or  credit. 
Other  Accounts 

State  details  (Ledger  Balances  and  value  of  securities)  of  any  and  all 
accounts  which  have  not  been  included  in  one  of  the  answers  to  the 
above  questions.  These  accounts  will  include  Revenue  Stamp 
Accoimt,  Dividend  Account,  etc 
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General  Instructions 

DO  NOT  PREPARE  ANSWERS  TO  ABOVE  QUESTIONS  UNTIL 
YOU  ARE  REQUESTED  TO  DO  SO  BY  THE  COMMITTEE  ON 
BUSINESS  CONDUCT. 

All  answers  must  be  prepared  as  of  the  same  date  and  be  attested  by 
partners. 

In  stating  ledger  balances  specify  debit  or  credit,  and  on  security  valua- 
tions state  whether  long  or  short. 

Retain  a  copy  of  your  answers  and  keep  all  working  papers  and  memor- 
anda for  audit  and  review. 


CHAPTER  IV 

FINANCIAL 

(Part  III) 

In  this  chapter  there  are  discussed  the  important  features  to 
be  considered  in  the  audit  of  foreign  exchange  accounts  together 
with  the  audit  of  building  and  loan  associations. 

FOREIGN  EXCHANGE  ACCOUNTS 

The  examination  of  foreign  exchange  accounts  offers  certain 
difficulties  to  the  auditor,  owing  to  the  highly  specialized  and 
technical  nature  of  foreign  exchange  transactions.  However,  the 
problems  which  confront  the  auditor  do  not  require  a  knowledge 
of  the  ultra-technical  phases  of  foreign  exchange.  A  careful 
reading  of  one  of  the  standard  works  ^  on  foreign  exchange  should 
give  him  sufficient  information  to  assist  in  making  an  intelligent 
examination.  While  the  auditor  may  work  under  a  disadvantage 
in  examinations  of  this  nature  because  of  lack  of  technical  knowl- 
edge, it  should  be  borne  in  mind  that  it  is  not  generally  required 
of  him  to  pass  on  the  principles  involved  in  the  foreign  exchange 
transactions  but  that  it  is  only  expected  that  he  will  apply  the 
principles  of  accounting  to  completed  transactions  and  the 
records  thereof. 

The  audit  of  foreign  exchange  accounts  includes,  in  addition 
to  the  verification  of  items  peculiar  to  that  business,  the  recon- 
ciliation of  bank  balances,  the  examination  of  collateral  held, 
and  a  comparison  of  such  items  with  the  records,  and  verifica- 
tion thereof  by  correspondence;  and  a  count  of  both  the  domestic 
and  foreign  currency  on  hand. 


^  See  Accountants'  Index,  page  806. 
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The  business  transacted  by  the  foreign  exchange  house  or  the 
foreign  exchange  department  of  a  bank  or  trust  company  may 
be  divided  as  follows:  the  purchase  of  exchange,  the  sale  of 
exchange,  the  advancing  of  credit  and  money  and  the  collection 
and  the  payment  of  money  in  connection  with  foreign  transactions. 

Purchases  and  Sales  of  Exchange 

The  purchase  or  the  sale  of  exchange  is  accomplished  princi- 
pally through  the  use  of  bills  of  exchange  and  cable  transfers. 
The  bills  of  exchange  may  be  "clean"  bills  of  exchange,  drawn  by 
local  banking  institutions  upon  foreign  banking  institutions  which 
are  not  accompanied  by  negotiable  documents  or  collateral 
securities,  or  they  may  be  bills  drawn  by  merchants  which  are 
Supported  by  various  shipping  or  other  documents  as  collateral. 
The  documentary  bills  are  used  for  transactions  involving 
imports  or  exports.  Documentary  bills  covering  shipments  of 
merchandise  usually  have  attached  bills  of  lading,  insurance 
certificates  and  other  shipping  documents.  The  bill  of  exchange 
is  usually  drawn  in  two  parts,  viz.,  "First  of  exchange"  with  a 
notation  thereon  "Second  unpaid"  and  "Second  of  exchange" 
with  a  notation  thereon  "First  unpaid."  The  separate  parts  are 
mailed  by  different  steamers  to  insure  that  at  least  one  copy 
arrives  at  its  destination.  Whichever  part  reaches  the  drawee 
first  is  paid,  the  second  part  being  retained  merely  as  a  record. 

The  auditor  should  investigate  the  system  of  paying  bills  of 
exchange  and  inquire  whether,  on  presentation  of  one  part  of  a 
bill,  precautions  are  taken  before  making  payment,  to  ascertain 
that  the  bill  of  exchange  has  not  already  been  paid  through  the 
presentation  of  the  other  part. 

The  auditing  of  the  accounts  covering  purchases  and  sales 
of  exchange  consists  primarily  in  the  verification  of  the  debits 
and  credits  in  the  ledger  accounts  with  the  foreign  correspondents 
and  the  customers.  These  accounts  will  be  found  among  what 
are  commonly  called  the  "Nostro"  (our)  accounts,  as  explained 
under  "Accounts  Current." 
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Purchases  of  Exchange. — The  banker  purchases  the  bill  of 
exchange  from  his  customer,  usually  paying  therefor  in  cash. 
The  few  items  which  may  not  be  paid  in  cash  are  credited  to  led- 
ger accounts  representing  accounts  payable.  These  credits  are 
sometimes  handled  by  making  cross-entries  in  the  cash  book  so 
that  corresponding  entries  for  the  purchases  of  each  day  will  be 
found  among  the  entries  for  cash  disbursement  for  that  day.  The 
purchases  are  generally  entered  individually  in  a  purchase  record 
which,  in  addition  to  the  date,  name  of  drawer  and  seller,  rate  of 
exchange,  amounts  in  both  foreign  and  domestic  currency  and 
maturity  date,  usually  has  the  name  of  the  foreign  correspondent 
to  whom  the  bill-of  exchange  is  sent  for  collection.  The  auditor 
should  make  tests  to  determine  whether  every  cash  disbursement 
for  exchange  purchased  is  covered  by  entries  in  the  purchase  book. 
Tests  should  also  be  made  of  the  rates  of  exchange  at  which  the  ^ 
bills  are  purchased,  as  entered  in  the  purchase  book,  by  compari- 
son with  rates  current  at  the  date  of  purchase  for  similar  bills. 
A  representative  number  of  the  calculations  converting  the 
foreign  currencies  into  domestic  currency,  as  entered  in  the 
purchase  book,  should  also  be  verified.  The  credit  from  the 
foreign  corresp)ondent  for  the  proceeds  of  the  bill  of  exchange 
will  be  verified  as  outlined  under  "Accounts  Current." 

Sales  of  Exchange. — The  banker  sells  exchange  to  his  cus- 
tomer through  the  issue  of  a  draft  on  a  foreign  correspondent,  or 
through  arrangements  by  cable  whereby  payments  are  made  in  a 
foreign  city  by  the  correspondent  of  the  bank  for  account  of  the 
local  customer.  The  transactions  are  generally  made  for  cash. 
Entries  of  the  individual  items  are  made  in  a  sales  book  with  prac- 
tically the  same  detail  as  the  purchase  book  entries.  In  addition 
to  these  records  there  are  usually  found  a  draft  book  stub  or  car- 
bon copies  of  the  drafts  drawn.  The  auditor  should  give  special 
attention  to  any  cash  book  or  other  entries  by  means  of  which  the 
settlement  for  the  exchange  is  charged  to  a  customer  through 
cross-entries.     Tests  should  be  made  of  the  sales  book  and  cash 
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book  entries  similar  to  the  tests  made  of  the  purchases.  The 
entries  on  the  draft  book  stubs  should  be  compared  with  those 
in  the  sales  book,  paying  special  attention  to  the  numbers  of 
the  drafts  in  order  to  account  for  all  numbers,  even  to  the  extent 
of  testing  now  and  then  to  ascertain  whether  all  the  drafts 
which  are  supposed  to  be  unused  are  in  reality  attached  to  the 
stubs. 
y  When  the  foreign  correspondent  pays  the  draft  he  advises 
the  domestic  banker  either  by  letter  or  through  a  debit  note  that 
the  payment  has  been  made  and  his  account  charged,  giving  the 
value  date  from  which  interest  will  be  computed  on  the  trans- 
action. If  the  auditor  is  in  constant  attendance  at  the  banking 
house  he  should  endeavor  to  arrange  for  these  debit  memoranda 
to  be  delivered  to  him  immediately  upon  their  receipt.  If  he 
visits  the  client's  office  only  occasionally  he  should  arrange  for 
the  debit  notes  received  during  such  visits  to  be  delivered  to  him 
upon  receipt  and  for  all  other  debit  notes  to  be  accumulated  dur- 
ing his  absence  and  handed  to  him  upon  his  arrival.  The  debit 
memoranda  should  be  compared  carefully  with  the  draft  stubs  to 
ascertain  that  drafts  were  regularly  issued  and  that  value  was 
received  for  all  debit  memoranda  issued.  It  is  important  that 
the  auditor  insist  on  seeing  a  debit  memorandum  for  each  draft, 
since  there  is  a  possibility  that  there  might  be  withheld  one  debit 
memorandum  covering  several  items  one  of  which  might  be  irreg- 
ular. Any  items  appearing  on  the  debit  notes  for  which  corres- 
ponding entries  cannot  be  found,  or  which  indicate  substantial 
differences  in  amounts,  should  be  investigated  and  reported  to 
the  client  without  delay. 

Verification  of  Outstanding  Items 

If  many  sales  transactions  are  charged  to  the  customers  the 
auditor  should  not  consider  that  the  mere  reconciling  of  the 
amount  of  outstanding  foreign  exchange  sales  with  the  control 
account  in  the  ledger  is  sufficient  verification  of  the  items.  Un- 
less the  client's  system  of  internal  check  is  effective,  it  would  be 
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possible  for  a  clerk  to  misappropriate  cash  received  from  the 
sale  of  exchange  and  to  carry  the  sale  on  his  periodic  reconcile- 
ments as  unpaid,  either  by  showing  the  amount  as  due  from  the 
actual  purchaser,  or  by  changing  the  name  of  the  purported 
debtor  from  time  to  time.  When  a  list  of  the  outstandings  is 
furnished  by  the  bookkeeper,  the  details  should  be  verified  by 
comparison  with  the  entries  in  the  sales  journal.  The  cash 
receipts  subsequent  to  the  date  of  the  audit  should  be  scrutin- 
ized to  ascertain  whether  the  items  have  been  subsequently  col- 
lected. If  the  propriety  of  the  outstanding  items  cannot  be 
determined  by  detailed  examination  of  the  records,  the  auditor 
should  require  that  the  items  be  approved  by  someone  in  author- 
ity who  had  no  part  in  collecting  the  proceeds  of  sales  or  in 
compiling  the  accounting  records  pertaining  thereto. 

If  the  auditor's  verification  of  the  outstanding  items  is  re- 
stricted by  the  client,  the  scope  of  the  examination  should  be 
clearly  stated  in  his  report. 

Cables 

The  cable  transfers  are  orders  by  cable  on  foreign  corres- 
pondents to  make  certain  specific  payments  for  account  of  the 
bank  or  banker.  When  there  is  an  original  record  of  such 
transfers,  the  entries  therein  should  be  compared  with  those  in 
the  sales  book.  The  other  verifications  are  made  along  the  same 
lines  as  outlined  for  the  drafts. 

Letters  of  Delegation 

Sometimes  letters  of  instruction,  usually  referred  to  as 
"letters  of  delegation,"  are  sent  to  the  foreign  correspondents 
instructing  them  to  make  payments  to  certain  beneficiaries  from 
funds  on  deposit  with  the  correspondent.  Debit  memoranda, 
received  from  the  foreign  correspondents  when  such  payments 
are  made,  should  be  compared  with  the  corresp)onding  entries 
in  the  sales  records,  where  these  items  are  usually  entered  when 
the  instructions  are  issued. 
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In  a  limited  examination  a  complete  verification  of  the  en- 
tries for  cables,  letters  of  delegation,  and  bills  of  exchange 
cannot  be  made,  but  tests  can  be  made  as  to  the  accuracy  of 
local  records,  the  letters  of  advice  received  from  correspondents, 
and  entries  in  the  ledger  records.  Where  a  detailed  audit  is 
made,  which  covers  the  verification  of  all  transactions,  a  close 
check  can  be  maintained  on  all  these  items. 

Letters  of  Credit 

A  letter  of  credit  is  a  contract  in  which  the  banker  and  his 
representatives  agree  to  honor  the  drafts  drawn  by  the  customer 
up  to  an  amount  specified  therein.  Letters  of  credit  are  desig- 
nated as  "commercial  letters  of  credit"  or  "travelers'  letters  of 
credit." 

The  auditor  should  examine  copies  of  the  letters  of  credit, 
paying  particular  attention  to  the  terms  of  the  contract  and  the 
credit  limit  granted,  which  should  be  compared  with  the  nota- 
tions on  the  customers'  accounts. 

When  issuing  letters  of  credit,  the  bank  may  demand  the 
deposit  of  collateral.  The  auditor  should  satisfy  himself  that 
the  collateral  recorded  corresponds  with  details  of  the  collateral 
found  in  correspondence  or  other  data  received  from  the  deposi- 
tor. He  should  examine  the  collateral  and  confirm  the  items  by 
direct  correspondence  with  the  depositor. 

Commercial  Letters  of  Credit. — A  commercial  letter  of 
credit  is  issued  by  a  bank  to  a  customer  so  that  he  may  have 
some  evidence  to  assure  the  foreign  seller  that  drafts  drawn  by 
him,  as  provided  in  the  letter,  will  be  accepted  when  presented. 
The  letter  of  credit,  among  other  things,  indicates  the  form  in 
which  drafts  are  to  be  drawn,  whether  D/A  (documents  against 
acceptance)  or  D/P  (documents  against  payment),  and  specifies 
the  documents  that  should  accompany  them.  D/A  drafts  pro- 
vide that  upon  acceptance,  the  documents  attached,  bill  of  lading, 
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insurance  policies,  consular  invoices,  etc.,  may  be  delivered  to  the 
acceptor,  while  D/P  drafts  provide  that  documents  are  to  be 
delivered  when  the  drafts  are  paid. 

The  customers'  accoimts  representing  payments  in  connec- 
tion with  commercial  letters  of  credit  should  be  examined. 
Where  the  balances  due  by  these  customers  are  secured  by  col- 
lateral the  sufl5ciency  of  the  collateral  should  be  determined.  If 
the  collateral  is  not  in  the  form  of  negotiable  instruments  it 
should  be  confirmed  by  correspondence  with  the  person  who 
has  the  merchandise  in  custody.  In  any  event,  both  the  balance 
due  and  the  collateral  should  be  confirmed  by  correspondence 
with  the  customer  who  secured  the  credit.  Tests  should  be 
made  where  p>ossible  to  ascertain  whether  the  value  of  the  col- 
lateral is  sufficiently  in  excess  of  the  balance  due  to  protect  the 
banker  in  the  event  that  the  value  of  the  collateral  should  decline. 
If  the  margin  does  not  appear  to  be  sufficient  it  should  be 
brought  to  the  client's  attention.  Balances  which  appear  to 
have  been  standing  for  an  undue  period  should  be  investigated 
and  where  necessary  taken  up  with  the  client.  Interest  should 
be  charged  on  all  debit  balances  and  these  charges  should  be 
tested  by  the  auditor. 

If  the  balances  due  are  not  secured  by  collateral,  a  copy  of 
the  letter  of  credit  should  be  examined  closely  to  make  certain 
that  the  credit  was  issued  with  this  understanding.  The 
auditor  should  endeavor  to  determine  the  collectibility  of  the 
amount  owing. 

A  comparison  of  the  total  pa3anents  on  a  letter  of  credit 
should  be  made  with  the  amoimt  of  credit  extended  to  determine 
whether  the  payments  are  in  excess  of  the  credit  granted.  Any 
excesses  should  be  brought  to  the  client's  attention. 

When  a  banker  accepts  a  draft  for  payment  such  acceptance  ^ 
is  generally  noted  in  an  acceptance  register.    The  amount  of 
such  acceptances  is  usually  charged  to  a  control  account  called 
"Liability  of  Customers  against  Acceptances  under  Letters  of 
Credit,"  the  complementary  entry  being  made  in  a  liability  ac- 
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count,  "Acceptance  under  Letters  of  Credit,"  or  sometimes  in 
"Bills  Payable"  account. 

The  auditor  should  see  that  the  open  items  in  the  acceptance 
register  represent  definite  accepted  unmatured  drafts  less  settle- 
ments made  in  anticipation  by  customers,  if  any.  The  cus- 
tomer's liability  to  the  banker  for  drafts  accepted  under  a  letter 
of  credit  issued  to  the  customer  should  be  confirmed  with  the 
customer  by  correspondence,  giving  the  customer  a  full  descrip- 
tion of  the  items  accepted.  The  auditor  should  ascertain 
whether  the  amount  which  has  been  accepted  on  any  credit  is 
in  excess  of  the  amount  of  the  credit;  if  so,  he  should  notify  the 
client  accordingly. 

Sometimes  a  foreign  correspondent  of  the  banker  will  pur- 
chase, or  pay,  a  draft  drawn  in  connection  with  a  letter  of  credit 
and  send  the  draft  and  the  accompanying  documents  to  the 
banker  with  a  debit  memorandum.  In  this  case  the  bank's 
customer  is  charged  by  journal  entry,  and  the  foreign  corres- 
pondent's account  credited. 

Travelers'  Letters  of  Credit. — The  travelers'  letter  of 
credit  is  an  instrument  issued  by  a  bank  through  which  its  corres- 
pondents, both  foreign  and  domestic,  are  informed  that  the  trav- 
eler or  beneficiary  presenting  it  is  authorized  to  draw  sight 
drafts,  up  to  the  limit  of  the  letter  of  credit,  either  upon  the  bank 
issuing  the  letter  of  credit  or  upon  the  correspondent  banks.  As 
a  rule,  travelers'  letters  of  credit  are  secured  by  cash  or  collateral, 
in  which  case  the  amounts  involved  may  be  confirmed  by  the 
auditor  direct  with  the  beneficiary  of  the  travelers'  letter  of  credit 
or  his  representatives.  Cash  held  on  such  transactions  is  of 
course  a  direct  liability  of  the  bank,  banker  or  trust  company. 
The  collateral  should  be  kept  separate  and  a  record  made  of  the 
details  thereof.  The  collateral  should  be  examined  by  the 
auditor. 

The  auditor  should  verify  the  amounts  credited  to  the  holders 
of  travelers'  letters  of  credit  issued  for  cash  by  comparison  with 
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the  cash  book  entries  and  also  with  the  copies  of  the  letters  of 
credit. 

The  debits  to  the  accounts  of  customers  holding  travelers* 
letters  of  credit  will  be  made  from  debit  memoranda  received 
from  the  foreign  or  domestic  correspondents  who  have  made 
payments  to  the  beneficiaries,  and  the  correspondent's  account 
will  be  credited  for  such  amoimts.  A  test  should  be  made  of 
the  charges  to  the  customers'  accounts  to  determine  that  there 
has  been  no  improper  use  of  the  credit.  Debits  representing 
cash  paid  by  the  client  should  be  investigated  closely,  even  to 
the  extent  of  calling  for  receipts  or  in  some  cases  the  canceled 
letter  of  credit  where  the  cash  disbursement  represents  the  last 
payment,  as  such  payments  may  indicate  embezzlements. 

Accounts  Current 

The  ledgers  found  in  the  foreign  exchange  house  for  the 
Nostro  (our)  accounts  are  peculiar  in  that  three  money  columns 
are  generally  provided  on  both  the  debit  and  credit  sides.  One 
column  is  used  for  the  home  currency,  in  the  United  States, 
dollars;  another  column  is  used  to  enter  the  amount  of  the 
foreign  money.  The  third  column  is  used  to  enter  the  amount 
of  foreign  money  when  either  a  debit  or  a  credit  advice  is  received 
from  the  foreign  correspondent.  In  addition,  a  second  date 
column  is  provided  to  enter  "value"  dates.  The  foreign  cur- 
rency entries  are  necessary  in  order  to  reconcile  the  accounts 
current  which  are  received  monthly,  quarterly  or  semiannually, 
from  the  foreign  correspondents.  The  auditor  should  reconcile 
these  accounts  current  with  the  accounts  kept  for  such  corres- 
pondents in  the  client's  books. 

The  reconciliation  may  indicate  that  the  foreign  correspondent 
has  debited  us  (the  client)  with  certain  items,  with  which  we 
have  not  credited  him,  and  that  he  has  credited  us  with  items 
with  which  we  have  not  debited  him.  Also  we  may  have  debited 
him  with  items  with  which  he  did  not  credit  us,  or  we  may  have 
credited  him  with  items  with  which  he  did  not  debit  us. 
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Reconciliation 

Foreign 
Currency 

Debit  Balance  as  per  statement  of  foreign  correspondent 

Add:     Items  credited  by  us,  not  debited  by  foreign  correspondent  

Items  credited  by  foreign  correspondent,  not  debited  by  us  


Total 

Deduct:  Items  debited  by  us,  not  credited  by  foreign  correspondent 


Deduct:  Items  debited  by  foreign  correspondent,  not  credited  by  us 
(Credit)  Balance  as  per  our  books  as  at 


The  items  included  in  these  four  totals  should  be  examined 
closely.  The  outstanding  items  which  cannot  be  easily  explained 
should  be  investigated.  It  is  possible  that  the  foreign  corres- 
pondent may  have  a  debit  in  his  account  for  which  neither  a 
ledger  credit  nor  a  letter  of  advice  can  be  found,  which  may 
represent  the  payment  of  a  fraudulent  draft  on  the  foreign 
correspondent. 

A  debit  in  the  account  of  a  foreign  correspondent  may  repre- 
sent a  charge  for  a  bill  of  exchange  alleged  to  have  been  sent  to 
such  correspondent  for  collection.  The  bill  in  question  may  have 
been  entered  as  a  purchase  of  exchange  and  cash  paid  to  a  local 
customer.  It  may  be  that  the  bill  of  exchange  did  not  exist  or  it 
may  have  been  extracted  from  the  files  before  the  mail  to  the 
foreign  correspondent  was  prepared.  Entries  may  have  been 
made  in  the  foreign  corresp)ondent's  ledger  account  to  cover 
defalcations.  The  principal  reason  for  this  reconciliation  is  not 
to  make  a  proof  sheet  but  to  ascertain  the  open  items  at  a  given 
date,  so  that  they  can  be  investigated  fully. 

The  foreign  correspondents'  accounts  in  the  ledgers  of  the 
foreign  exchange  house  are  balanced  periodically,  as  a  rule,  at  the 
close  of  each  half-year.  Both  the  domestic  and  foreign  currency 
amounts  of  the  items  still  open  are  brought  down  to  the  new 
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period.  The  foreign  currency  balance  in  the  accounts  after  these 
items  are  brought  down  is  converted  into  dollars  at  the  rate 
prevailing  at  the  close  of  the  period.  The  foreign  currency 
balance  and  its  dollar  equivalent  are  then  brought  down  to  the 
new  period.  The  difference  in  the  doUar  amounts  should  repre- 
sent the  profit  or  loss  in  each  account. 

It  can  be  seen  that  as  the  profit  or  loss  is  determined  in  this 
manner,  it  would  not  be  dif&cult  for  defalcations  to  be  covered 
either  through  false  entries  made  in  these  accounts  or  the  manipu- 
lation of  the  figures.  The  auditor  should,  therefore,  examine 
closely  the  balancing  of  the  various  foreign  correspondents' 
accounts. 

There  is  a  certain  class  of  transactions  which  does  not  involve 
foreign  currency  and  deals  only  with  American  dollars.  These 
so-called  "dollar"  transactions  are  kept  distinct  from  the  Nostro 
(our)  accounts  in  accounts  called  "Vostro"  (your)  accounts. 
Most  of  these  transactions  arise  solely  with  the  foreign  corres- 
pondent and  are  exactly  the  reverse  of  the  transactions  in  the 
Nostro  accounts  kept  by  the  American  banker.  In  these  ledgers 
the  foreign  currency  is  not  entered. 

Other  classes  of  accoimts  encountered  are  the  Foreign 
Exchange  Joint  accounts,  where  the  local  and  foreign  bankers 
enter  into  a  joint  venture  and  divide  profits  or  losses  on  an  agreed 
basis.  When  it  becomes  necessary  to  ship  gold  bullion  from  one 
country  to  another,  the  transactions  are  recorded  in  a  Gold 
Shipment  or  Bullion  account. 

Contracts  for  Futures 

The  auditor  should  ascertain  whether  there  are  any  contracts 
for  purchases  or  sales  of  exchange  for  future  delivery.  A  sale 
of  exchange  for  future  delivery  is  a  contract  in  which  the  seller 
agrees  to  deliver  to  the  banker  a  certain  amount  of  exchange  at 
a  future  date  at  a  definite  rate  agreed  to  when  the  contract  is 
made  but  payable  at  a  future  date.  Such  a  contract  may  result 
in  a  loss  to  the  banker,  depending  on  the  course  of  the  exchange 
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market  or  whether  he  covers  the  contract.  A  notation  of  the 
p)ossible  liability  under  such  contracts  should  be  included  in  the 
financial  statement  as  a  contingent  Uability.  The  contingent 
liability  so  stated  should  include  the  amount  of  the  estimated 
loss,  if  any. 

General 

The  entries  representing  transfers  between  accounts  should 
be  scrutinized  carefully.  The  entries  in  expense  accounts 
should  be  carefully  examined  to  make  certain  that  they  really 
cover  expense  items  usual  to  the  business  and  not  transfers 
from  some  banking  account. 

When  auditing  foreign  exchange  records  it  is  advisable, 
because  of  the  possibility  of  covering  irregularities  or  defalca- 
tions through  charges  to  accounts  which  cannot  be  verified  or 
confirmed  easily,  to  verify  for  each  year  the  ledger  postings  of 
at  least  three  or  four  months  taken  at  random. 

Statements 

Balance  Sheet  Accounts. — The  following  balance  sheet 
accounts  are  peculiar  to  foreign  exchange  houses: 

Assets 

Foreign  Specie  and  Currency 

Foreign  Exchange  Investments  (Sterling,  Mark,  Franc,  Guilder,  etc.) 

Time  Bills  Purchased 

Gold  Shipments 

Investments 

Customers'  Open  Accounts,  due  us 

Advances  to  Customers 

Due   us   from   Foreign  Banks  and  Bankers    (Nostro  Accounts) 

(Open) 
Due  us  from  Foreign  Banks  and  Bankers  (Vostro  Accounts)  (Open) 
Customers'  Liability  on  account  of  Acceptances  under  Letters  of 

Credit 
Foreign  Banks'  and  Bankers'  Liability  under  Acceptances 
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Liabilities 

Due  to  Foreign  Banks  and  Bankers  (Open  Accounts) 

Deposits  reserved  against  Bills  of  Exchange 

Deposits  against  Travelers'  Letters  of  Credit 

Deposits  against  Commercial  Letters  of  Credit 

Bills  Payable  (Our  liability  due  to  Acceptances  under  Letters  of 

Credit) 
Acceptances  by  Foreign  Correspondents  for  our  Account 

Income  and  Expense  Accounts. — The  following  accounts 
may  be  found  among  the  income  and  expense  accounts: 

Commercial  Letter  of  Credit-Commission 

Domestic  Letter  of  Credit-Commission 

Travelers'  Letter  of  Credit-Commission 

Long  Draft  Commission 

General  Commission  Account 

Sterling  Account  (Profit  through  difference  in  exchange  on  purchase 

and  sales  of  bills  of  exchange) 
Franc  Account  (Profit  through  difference  in  exchange  on  purchase 

and  sales  of  bills  of  exchange) 
Marks,  Guilders,  etc..  Account  (Profit  through  difference  in  exchange 

on  purchase  and  sales  of  bills  of  exchange) 
Brokerage  Account 
Interest  Earnings 
Cable  Expenses 
Stamp  Taxes 

Dollar  Commission  (Expenses) 
Interest  Exjjense 
Administrative  and  General  Expenses 

Foreign  Exchange  Investments 

Investments  may  take  the  form  of  actual  specie  or  currency 
investments  on  hand  either  in  the  vault  of  the  cUent  or  held 
abroad  in  the  hands  of  a  foreign  correspondent.  In  the  former 
case,  the  quantity  of  currency  can  be  verified  by  actual  inspection 
and  count.  In  the  latter  case,  the  amount  kept  on  deposit 
abroad  should  be  verified  by  direct  confirmation  with  the 
depository.    The  amount  of  foreign  specie  on  hand  should  be 
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converted  into  dollars  at  the  current  rate  of  exchange,  the 
adjustment  being  carried  into  the  income  account. 

The  second  type  of  investment  found  frequently  is  in  the 
form  of  long  bills  or  time  bills.  These  bills,  usually  sterling 
bills,  maturing  in  two,  three,  six  months  or  longer  are  bought 
by  American  foreign  exchange  houses  at  a  certain  rate  of  exchange 
and  are  forwarded  to  the  London  correspondent  for  credit  pur- 
poses or  for  holding  until  maturity,  when  they  will  be  collected 
and  the  amounts  placed  at  the  disposal  of  the  foreign  exchange 
bankers.  These  bills  should  be  confirmed  by  communication 
direct  with  the  foreign  correspondent. 

BUILDING  AND  LOAN  ASSOCIATIONS 

Building  and  loan  associations  are  usually  organized  on  the 
mutual  plan,  and  the  by-laws  of  most,  if  not  all,  of  them  call 
for  an  annual  audit  of  the  association's  accounts.  Unfortunately 
for  the  stockholders,  however,  this  requirement  is  most  fre- 
quently complied  with  by  the  appointment  of  an  auditing  com- 
mittee composed  of  two  or  three  members  of  the  board  of 
directors,  and,  as  is  usual  in  the  case  of  amateur  audits,  examina- 
tions made  under  such  circumstances  and  by  such  agencies  are 
not  always  to  be  relied  upon.  When  it  is  considered  how  much 
power,  as  far  as  the  finances  and  accounts  are  concerned,  is 
exercised  by  one  man  (usually  the  secretary)  in  these  associa- 
tions, it  seems  advisable  to  have  the  accounts  periodically  audited 
by  public  accountants. 

The  fact  that  the  accounts  are  as  a  rule  so  completely  in  the 
hands  of  one  person  renders  it  obligatory  on  the  auditor  to  make 
a  thorough  and  detailed  examination.  In  an  audit  under  such 
circumstances,  tests  of  the  work  are  not  usually  sufficient.  The 
audit  fees  are  generally  small  but  this  must  not  limit  the  scope 
of  the  work. 

The  audit  of  a  building  and  loan  association  differs  from 
that  of  most  financial  institutions  in  that  it  has  to  deal  with 
an  organization  the  capital  stock  of  which  is  not  fixed  in  amount, 
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and  in  that  the  borrowers  are,  for  the  most  part,  stockholders 
as  well,  and  both  interest  and  principal  of  the  loans  are  paid  in 
small  instalments,  such  payments  being  made  either  monthly 
or  weekly  at  the  same  time  that  dues,  i.e.,  payments  on  account 
of  capital  stock,  are  paid. 

The  capital  stock  consists  of  a  number  of  series,  a  new  series 
being  started  each  year,  each  six  months,  or  in  some  few  cases 
even  as  often  as  every  three  months.  A  fixed  amount,  usually 
$1,  though  sometimes  50  cents  or  25  cents,  is  paid,  say,  monthly, 
on  each  share  of  stock  held,  and  when  these  periodical  contribu- 
tions, together  with  the  accrued  profits,  reach  a  specified  amount, 
say  $200,  the  series  of  stock  is  paid  off.  In  this  way,  capital  is 
being  contributed  and  withdrawn  constantly,  one  or  more  new 
series  of  stock  being  started  each  year,  and  one  or  more  series 
maturing  in  each  year.  In  addition  to  matured  stock,  with- 
drawals are  made  by  the  stockholders  who  for  one  reason  or 
another  cannot  or  do  not  care  to  continue  until  the  maturity 
of  their  series.  In  the  case  of  such  withdrawals  a  penalty  is 
imposed  by  paying  somewhat  less  than  the  full  amount  of  the 
profits  accrued  on  the  stock.  In  a  well-managed  association, 
the  by-laws  of  which  call  for  monthly  payments  of  $1  per  share 
and  fix  the  full  value  of  a  share  at  $200,  a  series  usually  matures 
about  eleven  or  twelve  years  after  its  inception. 

Verification  of  Income 

The  dues  paid  in  by  members  are  not,  of  course,  income  or 
earnings.  They  are  contributions  of  capital,  and  a  very  careful 
accounting  therefor  is  essential.  By  ascertaining  the  total 
shares  outstanding  in  each  series  at  the  beginning  of  the  year, 
and  allowing  for  withdrawals  during  the  year  (after  the  year  in 
which  a  series  has  its  inception  no  additional  shares  of  that  series 
can  be  issued),  the  receipts  from  dues  can  be  proved  as  a  whole. 

The  interest  on  loans  should  be  carefully  verified.  Much 
of  the  interest  is  paid  in  monthly  instalments,  and  since  many 
of  the  loans  are  made  on  a  6  per  cent  basis,  the  interest  can  be 
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quickly  verified*  In  connection  with  loans  to  stockholders,  the 
item  of  premiums  must  not  be  overlooked.  The  by-laws  of 
some  associations  provide  for  what  practically  amounts  to  com- 
petitive bidding  by  the  stockholders  for  the  funds  in  the  treasury. 
When  the  applications  for  loans  exceed  the  available  funds,  a 
premium  is  paid  by  the  successful  applicants.  The  granting 
of  these  loans  should  be  recorded  in  the  minutes,  and  the  pre- 
miums to  be  accounted  for  should  be  ascertainable  from  this 
source. 

Fines,  delinquent  dues  and  interest  are  other  items  of  income. 
They  are  usually  fixed  at  a  high  rate,  e.g.,  2  per  cent  per  month, 
to  compel  promptness  in  making  payments,  but  do  not  usually 
form  a  large  item  of  income. 

In  the  case  of  associations  which  charge  admission  fees 
(usually  25  cents  per  share),  these  are  readily  verified  in  total 
on  the  total  number  of  shares  in  the  new  series  issued  during 
the  year. 

Building  and  loan  associations  do  not  invest  in  real  estate 
except  when  compelled  to  buy  it  in  to  protect  an  investment 
in  a  mortgage  loan  which  is  foreclosed.  When  real  estate  is 
owned,  the  income  therefrom  should  be  verified.  A  comparison 
of  the  net  income  with  the  book  value  of  the  properties  should 
be  made  in  order  to  be  sure  that  real  estate  is  not  being  carried 
at  excessive  values. 

Expenses 

These  are  verified  in  the  usual  manner.  To  the  credit  of 
these  associations  it  must  be  said  that  most  of  them  are  economic- 
ally conducted  and  the  direct  outlays  for  salaries  etc.,  are  seldom 
excessive. 

Distribution  of  Profits 

An  important  part  of  the  audit  is  the  verification  of  the 
annual  statement.  Most  associations  publish,  in  addition  to 
a  balance  sheet,  a  statement  of  cash  receipts  and  payments, 
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but  not  the  income  account,  although  it  is  on  the  basis  of  the 
results  shown  by  the  latter  that  the  apportionment  of  profits 
among  the  various  series  of  stock  is  made.  There  are  several 
plans  of  profit  distribution  in  use,  not  all  of  equal  merit,  however. 

The  most  equitable  and  accurate  plan  is  to  treat  as  the 
capital  for  the  year  the  dues  paid  in  and  profits  accrued  thereon 
up  to  the  beginning  of  the  fiscal  year  under  review,  plus  the 
equivalent  sum  for  one  year  of  the  instalments  paid  in  during  the 
year,  and  less  the  entire  dues  paid  in  and  the  accrued  profits 
to  the  beginning  of  the  fiscal  year  on  stock  withdrawn  during 
the  year.  On  the  average  working  capital  for  the  year  so 
determined,  the  percentage  of  the  year's  earnings  as  shown  by  the 
balance  of  the  income  account  is  ascertained.  The  calculation 
of  the  average  working  capital  is  made  by  separate  series  as  well 
as  in  total,  and  the  percentage  earned  is  added  to  each  series. 
The  total  earnings  for  the  year  are  thus  apportioned  among  the 
various  series.  The  accrued  profits  in  excess  of  the  amounts 
actually  paid  to  withdrawing  stockholders  are  included  as  a  part 
of  the  year's  earnings. 

A  plan  which  is  in  use  by  many  associations,  but  which  is 
misleading,  in  that  the  apparent  percentage  of  earnings  to  capital 
is  higher  than  is  actually  the  case,  is  that  by  which  accrued  profits 
are  not  treated  as  a  part  of  the  capital,  the  profits  being  calculated 
and  apportioned  simply  on  the  basis  of  the  dues  paid  in.  Since 
this  constitutes  a  smaller  amount  on  which  to  calculate  the 
percentage  which  the  earnings  are  of  the  capital  stock,  the 
apparent  rate  of  earnings  is  higher  than  the  actual  rate. 

Some  associations  even  go  so  far  as  to  reapportion  each  year 
all  profit  earned,  not  only  in  the  current  year,  but  in  preceding 
years,  on  all  unmatured  series  of  stock.  This  is  clearly  wrong 
and  inequitable.  Each  year,  which  usually  marks  the  entrance 
of  a  new  series  of  stockholders,  should  witness  the  apportion- 
ment of  its  earnings  in  accordance  with  the  actual  earnings, 
and  this  apportionment  should  remain  undisturbed  in  the  remain- 
ing years  during  which  the  various  series  are  to  run. 
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It  should  be  stated,  however,  that  in  many  cases  the  by-laws 
of  the  association  prescribe  the  basis  on  which  profits  shall  be 
apportioned  among  the  various  series.  In  such  an  event  the 
auditor  cannot  do  otherwise  than  comply  with  them.  In  such 
cases  it  may  be  advisable  to  call  the  attention  of  the  directors 
to  the  desirability  of  adopting  the  most  accurate  method. 

A  statement  illustrating  the  distribution  of  the  profits  over 
the  various  series  for  a  period  of  twelve  years  is  given  opposite. 
In  this  case  the  profits  are  apportioned  on  the  total  instalments 
paid  in  plus  all  the  profits  credited  to  the  beginning  of  the 
year  at  the  rate  indicated.  In  addition,  the  amount  paid 
during  the  last  year  is  apportioned  by  applying  the  annual 
rate  of  profits  indicated  to  the  amount  paid,  for  a  period  repre- 
senting an  average  of  the  time  for  which  each  of  the  twelve 
monthly  payments  was  entitled  to  share  in  the  earnings,  i.e.,  six 
and  one-half  months. 

Verification  of  Assets  and  Liabilities 

The  auditor  should  satisfy  himself  that  the  properties  upon 
which  the  association  owns  the  mortgages  are  free  and  clear  of 
all  liens  such  as  taxes,  water  rents,  judgments,  etc.,  and  whether 
or  not  the  amount  of  insurance  carried  is  sufl&cient.  The 
amount  of  mortgages  shown  in  the  balance  sheet  as  outstanding 
should  be  supported  by  a  schedule  giving  the  following  informa- 
tion: 

Date  of  advance 

Amount  of  advance 

Amount  outstanding 

Particulars  of  property  mortgaged 

Mortgages,  insurance  policies,  and  other  documents  pertain- 
ing to  real  estate  loans,  assigned  capital  stock  certificates,  notes 
for  loans  on  stock  collateral,  and  real  estate  deeds,  should  all  be 
carefully  scrutinized. 
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The  auditor  should  ascertain  whether  all  the  securities  owned 
are  such  a  nature  that  they  may  be  held  under  state  laws. 

The  best  verification  of  the  dues  and  interest  appearing 
as  unpaid  on  the  books  is  to  publish  a  list  of  the  account  numbers 
and  amounts  of  such  arrearages  in  the  association's  published 
annual  statement.  A  good  verification  of  the  capital  stock 
outstanding  is  for  the  auditor  to  be  present  at  the  meeting  next 
following  the  commencement  of  the  audit  and  to  examine  each 
stockholder's  pass-book  as  it  is  presented  at  the  time  of  paying 
dues.  The  numbering  of  all  stockholders'  accounts,  the  con- 
secutive numbering  of  the  pass-books  by  the  printer  and  the 
enforcement  of  a  requirement  that  all  pass-books  be  accounted 
for,  are  also  safeguards. 

Tax  Liability 

Building  and  loan  associations  which  comply  with  section 
231  (4)  of  the  Revenue  Act  of  192 1  and  with  article  515  of  Regu- 
lations 62  are  exempt  from  federal  income  tax.  In  any  case  in 
which  no  reserve  for  federal  taxes  is  set  up,  the  auditor  should 
satisfy  himself  that  the  association  comes  within  the  conditions 
of  exemption.  In  this  regard  the  decision  in  Lilley  Building 
and  Loan  Co.v.  Miller  (U.S.  Dist.  Ct.,  Southern  Dist.,  Ohio,  1922,) 
should  be  studied. 

By-Laws  and  Minute  Books 

The  auditor  should  examine  the  by-laws  closely  to  familiarize 
himself  with  the  requirements  of  the  association.  He  should 
also  be  familiar  with  the  regulations  imposed  by  the  state,  such, 
for  example,  as  that  requiring  the  bonding  of  ofl&cers  for  the 
faithful  performance  of  their  duties. 

He  should  make  an  examination  of  the  minutes  for  the  period 
imder  review  to  see  that  the  resolutions  adopted  by  the  directors 
are  in  accordance  with  the  state  laws  and  the  by-laws  and  that 
they  have  been  given  effect  in  the  records  wherever  it  has  been 
necessary. 


BUILDING  AND  LOAN  ASSOCIATIONS  83 

Statements 

Most  associations  publish  balance  sheets  and  statements  of 
receipts  and  payments,  income  and  capital  stock,  more  or 
less  like  the  forms  shown  on  pages  83,  84  and  85. 

A  few  associations  publish  statements  of  capital  stock  showing 
the  dues  paid  in  and  the  profits  earned  in  each  year  on  each  series 
of  stock  outstanding.  This  makes  a  very  complete  and  in- 
forming exhibit  of  an  association's  experience  for  a  period 
of  years. 

Being  chartered  by  the  state,  building  and  loan  associations 
are  usually  subject  to  the  supervision  of  the  state  banking 
department.  The  forms  of  report  required  vary  in  different 
states.  Those  given  here  have  been  selected  and  adapted  from 
among  the  best  in  use. 


Balance  Sheet, 192. . 

Assets  Liahilities 

Loans:  Matured  stock $. 

Real  estate  loans  with  stock  Unearned  premiums 


collateral $ Loans  payable 

Real   estate   loans   without  Accounts  payable ..'... 

stock  collateral Accrued  taxes  (if  any) . 

Stock  loans 

Real  estate 


Other    investments    (if    any;  Capital 

state  nature) 

Instalments  unpaid Dues  paid  in  and  accrued  prof- 
Interest  unpaid its  thereon  per  schedule  of 

Fines  unpaid series  and  values  accrued. ...  $. 

Prepaid  insurance  and  taxes 

Cash 

Total  assets % Total  liabilities  and  capital  $. 
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Receipts  and  Payments 
Year  ended 192 , 


Balance  (beginning  of  year) ...   $ . 

Receipts: 

Dues 

Interest 

Premiums 

Fines 

Membership  fees 

Admission  fees 

Transfer  fees 

Loans  repaid 

Rents 

Sale  of  real  estate 

Taxes  and  insurance  repaid . 

Bills  payable 

Bills  receivable 

Matured  stock 


Payments: 

Loans $ . 

Stock  withdrawn 

Stock  matured 

Interest  on  stock  withdrawn 
and  matured 

Furniture  and  fixtures 

Salaries 

Rent,  printing,  stationery 
and  sundry  expenses 

Real  estate  expenses 

Taxes  and  insurance  ad- 
vanced  

Bills  payable 

Bills  receivable 


Balance  (end  of  year) 


S. 


Statement  of  Capital  Stock 
192. . 


Shares 

Value  per  Share 

Value 

of 
Series 

With- 
drawal 
Value 

Series 

No. 

Date  of 
Issue 

Bor- 
rowed on 

Free 

Total 

Dues 

Profits 

Total 

Share 

$ 

$ 

$ 

$ 

1 

f * 

*This  amount  should  agree  with  the  item  of  "Capital  Stock"  shown  in  the  balance  sheet. 
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Income  Account 

Year  Ended %  192 . . 

Earnings 


Interest $. 

Premiums 

Fines 

Admission  and  Transfer  Fees 

Rents  of  Real  Estate $ 

Less — Insurance,  Taxes,  etc 


Profits  on  Stock  Withdrawals. 


$. 

Expenses 


Interest  on  Stock  Withdrawn $. 

Interest  on  Borrowed  Money 

Administration  Expenses  


Net  Profit  for  Apportionment  Among  Stock  Series $. 


CHAPTER  V 
INSURANCE 

In  almost  all  states  insurance  companies  cannot  organize 
under  the  general  corporation  laws,  but  must  incorporate  under 
special  laws.  These  laws  usually  provide  inter  alia  that  the 
companies  shall  be  subject  to  inspection  by  the  insurance  com- 
missioner of  the  state.  Furthermore,  such  examinations  are 
not  limited  to  the  state  in  which  a  company  is  incorporated; 
that  is,  the  company  is  subject  to  examination  by  the  insurance 
commissioner  of  every  state  in  which  it  is  registered  to  do 
business. 

The  examinations  made  by  state  insurance  commissioners 
are  similar  in  purpose  to  examinations  of  banking  institutions 
made  by  the  national  and  state  governments.  The  chief  ends 
sought  in  these  examinations  are  to  ascertain  whether  or  not 
the  company  is  solvent  and  to  prevent  any  violation  of  the 
insurance  laws.  Although  these  are  most  important  objects — 
even  pre-eminently  so — they  by  no  means  embrace  all  of  the 
duties  of  the  professional  auditor. 

Character  of  State  Regulation 

As  is  to  be  expected,  the  state  examinations  vary  considerably 
in  the  efficiency  with  which  they  are  conducted.  It  is  not  to  be 
wondered  at  if  the  staff  of  a  department,  whose  members  may 
have  been  recruited  largely  through  the  medium  of  political 
appointments,  does  not  possess  technical  ability  or  experience 
of  a  very  high  order.  The  abuses  wljich  were  revealed  several 
years  ago  by  the  investigation  of  a  number  of  the  large  New  York 
life  insurance  companies  had  been  going  on  for  years  although 
the  companies  were  supposed  tob  e  periodically  examined  by 
the  New  York  Insurance  Department  and  reports  on  their 
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condition  were  regularly  filed  with  that  department.  It  is 
significant  that  in  recent  years  many  large  life  insurance  com- 
panies have  adopted  the  plan  of  having  their  accounts  audited 
by  public  accountants. 

Recently  the  insurance  departments  of  some  states  have 
employed  public  accountants  to  make  periodic  examinations  of 
companies  doing  business  in  their  states.  This  practice  is  to 
be  commended.  The  fact  that  these  examinations  are  made  by 
qualified  public  accountants  operates  to  safeguard  the  state's 
interests,  since  the  examination  is  more  likely  to  be  made  along 
broad  lines  by  someone  who  is  interested  in  modem  accounting 
procedure.  The  purpose  of  such  examinations  is  to  verify 
the  last  statements  filed  by  the  companies.  These  statements 
are  generally  submitted  as  of  the  close  of  the  calendar  year  and 
are  known  as  "annual  statements." 

New  York  State  Regulations 

Extracts  from  the  standard  form  of  "annual  statement" 
(convention  edition,  192 1,  used  by  practically  all  states)  are 
reproduced  on  pages  88  to  91.  The  auditor  who  is  engaged 
to  make  an  examination  of  an  insurance  company  should  study 
these  pages,  also  the  following  extracts  from  the  instructions 
issued  by  the  New  York  State  Insurance  Department  to  examin- 
ers of  stock,  fire  and  marine  companies.  The  examiners  are 
instructed: 

1.  To  determine  if  the  statement  is  complete,  that  is  all  the  information 
required  by  law  or  pursuant  to  law  has  been  furnished  by  the  company. 

2.  To  determine  if  the  returns  are  free  from  all  clerical  errors  which  it 
is  possible  to  detect,  and  are  in  the  form  required. 

3.  To  determine  if  the  statement  is  consistent  with  the  statement  of 
the  previous  year,  especially  if  the  closing  figures  in  the  old  statement  and 
the  opening  figures  in  the  new  are  in  agreement. 

4.  To  determine  if  the  statement  is  consistent  with  itself,  that  is,  that 
the  financial  statement,  the  schedules,  and  the  gain  and  loss  exhibits  agree 
with  each  other  at  all  points  of  contact. 

5.  To  determine  if  the  returns  are  reasonable,  that  is,  if  the  figures  have 
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tjimu.  STATnoirr  oi  thk. 


I-CAPITAL  STOCS 
I.   AaeaA  d  opitti  paid  op ^ t- 


Amaait  of  M(tr  utets  (M  per  faaluM)  DM«nb«r  3 1  of  praviow  yMT . , 

**— *  ol  p«d>up  capiu]  dorilli  tka  ywr 

BitcnMit..., 
H-nCOMB 


ft  fl* 


Meier  i«da. 

Airaed.. 

pertMitB 

Tbm*de.wfadltflrBaadC]r- 


■^fef^ 


'^eS^?* 


Deposit  premiums  written  on  perpetual  risks  (£row) , 

Crow  interest  on  mortgage  loans,  per  Sdiedule  B,  km  | 

interest  on  mortgages  acquired  during  1921 

Gross  interest  on  collateral  loans,  per  Schedule  C 

Gross  interest  on  bonds  and  dividends  on  stodcs,  lesi  ♦  ■?" 

on  bonds  acquired  during  1921,  per  SdwduleD 

Gross  interest  on  deposits  in  trust  comp«nies  and  banks,  per  Sdiedvla  N. . 
Gross  interest  from  all  other  sources  (give  items  and  amounts): 


Gross  rents  btxn  company's  property, inclnding  t ^— ,  for ooopaby*s ooeu* 

ptacy  ot  iu  own  buildings,  less  $ interest  ooioosnbnaoes.  per  SdwduleA 

Total  interest  and  rents 

Prom  other  source*  (give  items  and  aoXMiDts) : 


Increaise  in  Uabiltties  during  the  yew  on  account  ot  re>insttraaot  treataet 

u    Remittances  from  Home  OfEce  to  United  States  Brandt  (pom)..,., 

Bcnowed  money  (gross)     

Prom  agents'  balaiK^s  previously  charged  off » 

Cross  profit  on  sale  or  maturity  of  ledger  assets,  vii: 

(a)  Real  estate,  per  Schedule  A 

(b)  Bonds,  per  Schedule  D 

(c)  Stocks,  per  Schedule  D 

Cross  increase,  by  adjustment,  to  book  vthm  ot  ledger  ■ascta,  vis: 

(a)  Real  estate,  per  Schedule  A 

(b)  Bonds,  per  Schedule  D 

(0  Stocks,  per  ScfacdulsD 

TOTAtlNCOHl 

Amount  carried  forward. 

«Ey  gross  premiums  b  meant  the  aggregate  of  all  the  premiums  written  in  the  policies 

or  renewals.    Are  they  so  returned  in  this  statement?    Answer  _  ..  .  _  ^ 

'Company  is  at  liberty  to  sute  tranactioo  brieSy,  so  that  optoaatJoo  can  b«  carried 
as  foo(-oou  ia  drputmcnt  ttport. 
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WMHMMMtl 
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•  pMKa^MMat- 


•  ••livaaMMita 
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AinnTil  StAtnORT  Ot  TRft^ 


IV-LSDOER  ASSETS 
BwkwbtWwlMUMihMt  .  lnntahfMM»).  pwScfaidiilQ A... ....... 

MwlUH  IsMl  oa  iwl  MUU,  p«  SdMdnto  B.  bit  BoM.  >  ■    :  oAv  IhiS  <fit 


Diporiu  In  tnMt  oooiautlM  ud  bula  oa  aa  iaUwMt.  per  ScbtdaU  N . . 

Diparits  la  tnHt  wBBpftBiM  ud  bu]^  oo  iatipwt.  per  SAeduk  N . . 

00  HjMili'  liiUiiiM  miiwrlH  liiMJiiwi  wiitiiii  inligiiinr  Tn  fVTntur  I  IfTI 

(b)AfMU'ba)4M«npnnBU«bMiBMiwritlMpcioclo  October  1. 1921 

BiBii«oiinfak,ttkMlarai«iUE» 

BaknaMvabklakcflkriMioUMrthftati* 

OikMbd^awMfcyii- 


ToTu.  LcDora  Aauii.  u  m  Baiamcs  ON  Paoi  3 . . 


IfON-LEDOER  ASSETS 

mortc«tes.  perSchoibikB 

booiib.  per  Scb«dule  O.  put  1 

colUtcnl  lo4oa,  per  Scbodule  C.  pirt  1 . . . 
oUwr  mm  (givt  iucn  wid  Maowitt) 


IS.    RmU  dM,   t^ 


— M  eompAs/t  piopertx  or  Imm.  . 


IX«lBMnhwoIrMl«taUofcrbookmliM,perSdwdul«A 

llukit  vyni  (dc*  iochidiag  latcrctt  is  iura  IS)  o(  U»d«  axkd  ttaela  ovw  boefe  Mint,  p^ 


Gmm  Aaurs. . 
DEDUCT  ASSETS  NOT  ADMITTED 


S«ppli«.  priatad  BMtUr  • 


AiMtt' bttaaoH.  r«prcnotli«  bwlBMi  wrtttn  prior  to  Oetsta  1. 1921 . . 

Batf«Mlnblt,pMtdue,UkiBb)r  prenksM 

■mm  of  bUli  rwiinbte,  not  put  dur,  tektn  [or  lUn  flw  Uw  mbmim 

LMMoapemoilMeufitr.widarMdorBoc 

OtwdMaadMenMdiatarHtoabaadtiBdiCaitll 

BooknlMaC  nilMtot*  ov«  iD4riwtvdMp«rSdudule  A   

Bock  nlM  of  bood*  and  (tock*  onr  ouriMt  nlM  par  Scfaaduk  D . .. . 
Baok  vafat  o<  otte  Wfv  HHia  enr  OHilMt  vdMi  viti__..^. 


(■)  bdiida  iMnia  til  afiaey  aad  prfadpal  U.  8.  oOet  pr— hi  not  ow  thrw  aoallM  dM  Um 

pMannaoa,  r«t«ra  praniuaH.  fnnMniMinni  aoi  ictnU'  cf«J)l  bilinw. 
Cb)  lacfada  Wiia  all  acvocy  aod  pHodpal  V  8.  <Aoa  fnmaau  over  thrie  Bootte  dua  liaa 


INSURANCE 


91 


unniu.  RATimtT  ot 


v-UABiLrnis 


M.   BK  d;t  [iMilln 


U.         rmut.. 


TS-rSBI 


"=iS= 


»THiii'iiiiiii  i'[     -'I  •••-  -•   'I  •" ~'  It'" —  T 

.  'arai iiiiilmi  <tai mmmtn)  n 

tfur  it—Bj  1,  un,  • 

«|M.  |M>  T.  Kb  Ul  ataai  «. . . 
.  *OvMi  jiiliw*  (itm  NtanrsMi)  n 

aaarOn  •■  4ad  •(»  Jiuwj  I,  un. » 

.  *QMa  pnalMM  (iMi  nImmmm)  nMini  nd 
Jaaw;  I.  im,  • 


■iMd  ynatans  tk««M^  9«  nnplCalaUM  pifl  1; 
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the  apjjearance  of  being  reasonable  in  accordance  with  the  probable  facts. 
In  this  connection  consider  the  company's  return  for  the  same  and  related 
terns  in  last  year's  statement;  any  marked  increase  or  decrease  in  amount 
should  be  noted,  together  with  the  apparent  cause. 

6.  To  determine  any  violations  of  the  law,  which  the  statement  discloses. 

7.  To  show,  by  certain  comparisons,  any  change  or  irregularity.  These 
comparisons  are  embodied  in  the  statistical  card  which  should  be  carefully 
made  out  and  any  unusual  ratios  noted. 

Audit  Procedure 

Premiums  constitute  the  largest  item  of  income.  The  initial 
record  of  the  premium  income  appears  in  the  agents'  reports. 
Enough  of  these  should  be  traced  into  the  books  to  satisfy  the 
auditor  of  the  correctness  of  the  books  in  this  resj>ect. 

Balances  due  from  agents  at  the  close  of  the  fiscal  period 
should  be  thoroughly  verified.  This  may  be  done  by  analyzing 
the  agents'  accounts  and  taking  up  with  someone  in  authority 
such  balances  as  are  in  arrears.  The  balances  should  also  be 
verified  by  comparison  with  the  closing  balance  on  the  agent's 
last  monthly  statement. 

If  the  policies  or  certificates  are  recorded  in  the  home  office 
of  the  company,  the  auditor  should  make  tests  to  determine 
whether  all  the  policies  or  certificate  numbers  are  accounted  for. 
He  should  ascertain  whether  there  is  an  adequate  system  of 
internal  check  covering  the  spoiled  or  canceled  pohcies  or 
certificates. 

Valuation  of  Securities. — The  investments  of  even  a 
moderate-sized  company  are  very  numerous,  and  their  examina- 
tion requires  considerable  time  and  care.  In  addition  to  deter- 
mining that  they  are  in  the  possession  of  the  company  or  de- 
posited with  properly  constituted  authorities,  such  as  the  state 
insurance  departments  (when  the  latter  is  the  case,  the  fact 
should  be  verified  by  correspondence),  the  income  which  should 
have  been  received  from  the  investments  should  be  verified. 
The  auditor  should  inform  himself  as  to  what  securities  are 
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legal  investments  under  the  laws  of  the  state  in  which  the 
company  is  incorporated.  The  valuation  of  the  investments  is 
of  great  importance. 

According  to  a  statement  issued  by  the  Superintendent  of 
Insurance  of  New  York,  the  valuation  of  securities  of  insurance 
companies  to  be  given  in  their  reports  to  the  Superintendent 
as  of  January  i,  191 5,  were  to  be  based  on  the  prices  as  of  June 
30,  1914,  instead  of  December  31,  as  theretofore.  This  change 
was  made  on  the  assumption  that  the  prices  for  December  31 
were  not  available,  the  securities  markets  of  the  country  being 
closed  on  account  of  the  European  war.  June  30,  19 14,  was  the 
date  selected,  because  it  was  thought  that  this  represented  a 
more  nearly  normal  market  than  did  July  30,  1914.  If  the 
prices  for  July  30  had  been  used,  the  insurance  companies 
would  have  been  compelled  to  enter  their  investments  at  a 
considerable  loss.  Had  valuations  been  fixed  on  the  market 
prices  December  31,  1914,  such  prices  would  have  resulted  in 
a  serious  depletion  in  the  surpluses  of  all  the  companies,  with 
the  possibility  that  the  surpluses  of  the  weaker  concerns  would 
have  been  wiped  out  entirely. 

The  statement  issued  by  the  New  York  State  Superintendent 
of  Insurance  follows: 

Each  year  the  National  Convention  of  Insurance  Commissioners 
of  the  United  States  issues  a  pamphlet  containing  the  value  of  securi- 
ties as  of  December  31.  The  values  in  this  pamphlet  are  used  in  auditing 
statements  of  insurance  companies  in  their  reports  to  the  Superintendents 
of  Insurance.  Owing  to  the  financial  conditions  which  result  from  the 
European  war  and  the  consequent  closing  of  the  stock  market,  it  will  be 
im|K3.cticable  this  year  to  obtain  valuations  as  of  December  31,  19 14.  In 
order  that  a  date  satisfactory  to  the  Superintendents  of  Insurance  through- 
out the  country  could  be  decided  upon,  Frank  Hasbrouck,  Chairman  of  the 
Committee  on  Valuation  of  Securities  of  the  National  Convention  of 
Insurance  Conmiissioners,  communicated  with  the  Committee  on  Valuation 
and  requested  them  to  state  the  date  which  they  favored  should  be  used 
as  a  basis  for  valuing  securities.  Of  the  replies  received  seven  of  the  Com- 
mittee were  in  favor  of  June  30,  1914.  one  favored  waiting  until  December  i 
to  make  a  decision,  and  one  favored  July  30,  1914. 
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As  a  large  majority  favored  June  30,  1914,  it  was  decided  that  quota- 
tions of  that  date  should  be  used  this  year  as  a  basis  for  valuations  by 
insurance  companies.  In  1907,  when  a  condition  somewhat  similar  to  the 
present  one  occurred  in  the  financial  market,  the  insurance  companies  used 
the  so-called  average  of  13  in  arriving  at  a  value  for  securities — that  is,  a 
price  for  each  security  for  a  certain  day  in  each  month  for  twelve  months — 
and  the  last  day  of  the  preceding  year  was  obtained  and  the  total  divided 
by  13,  which  gave  the  average  price  then  used.  This  system  was  not  alto- 
gether satisfactory,  so  that  this  year  it  has  been  decided  to  use  a  specific 
date — that  of  June  30,  19 14. 

Conditions  prevailing  on  June  30  were  such  that  the  prices  then  obtain- 
able represented  normal  conditions.  Immediately  thereafter  rumors  of 
war  and  the  declaration  of  war  were  responsible  for  a  marked  decline  in  the 
value  of  securities,  and  it  would  be  unfair  to  penalize  our  insurance  compan- 
ies for  a  condition  that  is  only  temporary.  There  is  no  doubt  at  all  but 
that  the  intrinsic  value  of  securities  held  by  insurance  companies  has 
remained  unchanged  and  that  the  decline  in  price  will  be  only  temporary. 

Similarly  the  insurance  commissioners  were  not  satisfied 
that  the  market  values  at  December  31,  191 7,  would  be  a  fair 
basis  for  the  valuation  of  securities  held  at  thai-  time,  as  evi- 
denced by  their  decision  to  the  effect  that  the  securities  of  insur- 
ance companies  for  the  purpose  of  the  annual  statements  as  at 
December  31, 191 7,  should  be  valued  at  the  average  of  the  market 
values  at  November  i,  1916,  February  i,  May  i,  August  i  and 
November  i,  191 7. 

Real  Estate. — The  laws  of  most  states  prohibit  insurance 
companies  from  investing  in  real  estate  except  for  their  own  use. 
These  laws,  however,  have  been  interpreted  as  permitting  the 
ownership  of  a  large  office  building,  of  which  a  company  i^ay 
use  but  a  small  part  for  itself.  The  companies  must  also 
occasionally  buy  up  real  estate  to  protect  their  investments  in 
mortgages.  Consequently,  real  estate  may  form  an  additional 
asset  of  considerable  value.  This  necessitates  a  verification 
of  the  income  from  rentals.  Receipts  from  sales  of  real  estate 
should  also  receive  attention,  since  it  is  usually  desirable  to 
dispose  of  foreclosed  property  as  soon  as  this  can  be  accomplished 
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without  loss.    The  valuation  at  which  real  estate  appears  in 
the  balance  sheet  should  be  supported  by  independent  appraisals. 

Losses  and  Expenses. — Unless  the  audit  is  specifically 
limited  to  the  verification  of  the  balance  sheet,  the  payments 
for  losses  and  expenses  should  be  verified.  The  vouchers  for 
losses  paid,  expenses  and  other  items  of  outgo,  should  be  pro{>- 
erly  approved.  Insurance  policies  on  which  losses  have  been 
paid  should  be  traced  into  the  premium  income  record  to  see  that 
the  company  actually  received  a  consideration  for  the  risk  on 
which  payment  was  made  to  the  insured.  Irregularities  in 
accounting  for  premiimis  may  be  brought  to  light  under  this 
plan.  In  connection  with  losses,  steps  should  also  be  taken  to 
see  that  collection  has  been  made  for  such  part  of  the  loss  as 
had  been  reinsured.  The  system  of  recording  reinsurances 
should  be  such  as  to  insure  the  collection  of  the  pro  rata  part  of 
losses  payable  by  other  companies.  Credits  to  agents  for  return 
premiums,  rebates  and  commissions  should  receive  attention. 

Model  Forms 

By  far  the  largest,  as  well  as  the  most  important,  item 
among  the  liabilities  is  the  reinsurance  reserve.  The  basis  on 
\<^ich  this  must  be  calculated  is  usually  fixed  by  state  law. 

It  is  surprising  that,  notwithstanding  the  magnitude  which 
the  insurance  business  has  attained,  the  companies  are,  or 
at  least  until  recently  were,  content  to  put  up  with  the  primitive 
accounting  systems  in  use.  This  may  be  due  in  part  to  the 
fact  that  the  forms  of  reports  prescribed  by  state  insurance 
departments  encourage  unscientific  accounting  methods. 
Although  the  forms  of  report  have  been  somewhat  improved  in 
recent  years,  they  still  leave  much  to  be  desired. 

A  few  years  ago  a  committee  of  the  American  Association 
of  Public  Accountants,  acting  jointly  with  a  committee  of  the 
New  York  State  Society  of  Certified  Public  Accountants 
appeared  before  the  Armstrong  Committee  of  the  New  York 


Assets  The  Ideal  Life 

RealEstate— (Appraised  Value):  BALANCE  ShEET — 

OflSce  Buildings: 

Home  OflSce $ 

Domestic  Branches 

Foreign  Branches $ 


Other  Real  Estate. 
Secured  Loans: 


On  Mortgage $ . 

On  Policies 

On  Other  Collateral 


Bonds,  Stocks  and  Other  Marketable  Securities — (Market  Value) : 
Bonds: 
Government,    State,    and   Mxmicipal   of    the 

United  States  and  Canada $ 

Railroad  and  Traction  Companies  in  the  United 

States  and  Canada 

Foreign — Held  Chiefly  to  Comply  with  Statu- 
tory Requirements 

Miscellaneous $. . , 

Stocks:  

Railroad  and  Traction  Companies  in  the  United 


States  and  Canada $. 

Financial   and   Insurance   Companies  in   the 

United  States  and  Canada 

Miscellaneous 


Syndicate  Subscriptions 

Cash: 

In  Banks  and  Trust  Companies: 

Home  Office,  Subject  to  Cheque 

Branches  and  Agencies,  Subject  to  Cheque. 

On  Deposit  on  Special  Terms 


Deposits  with  Foreign  Governments 

In  Transit 

On  Hand — At  Home  Office,  Branches  and  Agencies . 


Premiimis  in  Course  of  Collection  or  Collected  and  not  Reported: 

First  Year  Premiums $. . . 

Renewal  Premiums 

Annuities 


Agents'  Balances  and  Miscellaneous  Advances 

Interest  and  Rentals  Due  or  Accrued: 
Interest: 

On  Bonds  and  Dividends  on  Stocks $. 

On  Secured  Loans 

On  Agents'  Advances  and  Balances 

Miscellaneous 

Rentab 
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Insurance  Company  Liabilities 

December  31,  19. . . 

General  Insurance  Reserve: 

(Describing  Basis) 


Current  Liabilities : 
Under  Policies  and  Policy  Contracts: 

Death  Claims — Due  and  Unpaid $. 

Matured  Endowments 

Annuities — Due  and  Unpaid 

Dividends — Due  and  Unpaid 


Commissions  and  Current  Expenses: 
Commissions  on  Premiiuns  m  Course  of  Collec- 
tion      $. 

Current  Expenses 


Premiums,  Interest  and  Rents  Prepaid,  and  Sundry  Deposits . 

Capital  Stock 

Surplus  and  Reserves: 

Contingency  Fund ! 

Investment  Fluctuation  Reserve  Fund 

Deferred  Dividend  Funds 

Annual  Dividend  Funds 

Unappropriated  Surplus 
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legislature.  In  addition  to  forcefully  presenting  the  necessity 
for  reform  in  insurance  accounting  methods  (see  the  April,  1906, 
Journal  of  Accountancy  for  a  report  of  the  committee's  criticisms 
and  suggestions),  the  committee  submitted  a  number  of  model 
forms,  which  are  reproduced  on  pages  96  to  100. 

It  is  a  matter  of  regret  that  the  insurance  authorities  did 
not  see  fit  to  adopt  the  forms.  They  are  a  great  improvement 
over  the  forms  in  use.  They  give  in  a  concise  manner  the 
information  which  is  of  value  to  the  policy  or  stock  holder,  and 
by  means  of  supplementary  schedules  they  can  be  amplified  as 
much  as  may  be  desired.  The  model  forms,  although  designed 
primarily  for  life  insurance  companies,  could  easily  be  adapted  to 
the  needs  of  fire  and  other  insurance  companies. 

There  are  special  points  in  connection  with  several  of  the 
insurance  lines  which  are  peculiar.  These  are  discussed  in  the 
following  paragraphs. 

FIRE  INSURANCE 

Naturally  the  auditor  should  inform  himself  as  to  the  mean- 
ing of  various  technical  terms  and  expressions.  Aside  from  this, 
the  audit  of  a  fire  insurance  company  offers  no  serious  difliculty 
because  the  accounts  are  not  very  complicated.  The  auditor 
should  examine  carefully  the  agency  contracts,  noting  the 
commission  rates  allowed  to  general  and  local  agents  and  com- 
paring these  rates  with  those  appearing  in  the  agents'  monthly 
accounts.  In  some  cases  agents  are  allowed  a  certain  percentage 
of  the  profits.  The  profit-sharing  agreements  should  be  examined 
closely,  and  the  profit  figures  verified. 

The  auditor  should  ascertain  whether,  in  the  preparation 
of  these  accounts,  provision  has  been  made  for  doubtful  ac- 
counts, and  for  all  outstanding  losses  chargeable  to  the  agent. 
Sometimes  the  agent  receives  a  profit  on  the  net  business 
retained  by  the  company  after  deductions  for  reinsurance. 
Sometimes  a  portion  of  the  general  expenses  of  the  company 
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are  charged  in  preparing  the  profit  figures,  but  this  may  not  be 
specified  in  the  profit-sharing  agreement. 

The  importance  of  safeguarding  the  payments  for  premium 
refunds  and  rebates  from  the  standpoint  of  estabhshing  an 
effective  internal  check,  as  well  as  the  importance  of  having 
the  matter  thoroughly  covered  by  the  professional  auditor,  is 
forcibly  brought  out  by  the  following  extract  from  a  newspaper 
account  of  the  embezzlement  of  $13,208  in  a  httle  over  three 
years  by  two  clerks  who  asserted  that  they  were  not  in  collusion, 
but  who  were  both  "operating"  at  the  same  time  in  the  New 
York  oflSce  of  a  large  British  fire  insurance  company: 

Walker  and  Bradford,  as  their  depositions  state,  were  employed  in 
the  auditing  department  of  the  insurance  company.  .  .  .  Their  method 
of  obtaining  money  was  to  cause  cheques  to  be  issued  which  appeared  to  be 
in  payment  of  premium  rebates  on  canceled  policies.  Both  Walker  and 
Bradford  prepared  these  cheques  in  the  regular  course  of  their  day's  work 
and  presented  them  to  the  cashier  for  his  signature.  Then  they  were 
supposed  to  be  sent  to  persons  who  had  canceled  policies.  The  accountants 
discovered  that  no  account  was  taken  of  the  cheques  thus  issued  and  that 
the  returned  vouchers  were  never  examined. 

Bradford  said  the  idea  of  drawing  cheques  to  fictitious  persons,  or  of 
duplicating  cheques  already  issued  and  then  forging  the  indorsements, 
came  to  him  through  the  suggestions  of  a  fellow  employee,  who,  however, 
had  no  idea  of  operating  it  himself. 

"I  went  broke  one  night,"  says  Bradford  in  substance  in  his  deposition. 
"I  think  I  had  been  shooting  craps  in  Dey  Street.  At  any  rate,  the  family 
were  all  away.  I  had  sent  my  wife  to  the  country,  and  there  was  no  one 
at  home.    I  was  at  my  wits'  end  to  raise  money  the  next  day. 

"I  went  out  to  lunch  with  a  fellow  employee  and  in  the  course  of  the 
meal  he  suggested  how  easy  it  would  be  to  raise  money  by  dupUcating 
cheques  sent  to  policyholders  who  were  withdrawing,  or  even  by  sending 
cheques  to  purely  fictitious  persons.  The  fact  of  the  sending  of  a  cheque 
was  entered  in  a  register,  but  when  the  cheque  was  returned  from  the  bank 
it  was  never  examined  beyond  seeing  if  it  bore  the  proper  indorsement. 
It  was  never  compared  with  the  policy  which  occasioned  its  issuance,  and 
so  the  company  never  knew  whether  a  rebated  premium  had  been  paid  more 
than  once  or  not.     That  started  me  thinking. 

"I  didn't  have  to  make  a  study  of  it.    It  came  just  as  naturally  as 
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taking  a  drink.  The  cheques  all  went  through.  I  got  various  persons  to 
cash  them,  and  the  company  always  paid  without  question.  By  this  time 
I  had  got  to  the  point  of  drawing  cheques  for  any  name  at  all  and  then 
indorsing  them  properly.  Then  it  occurred  to  me  once  that  if  an  investiga- 
tion were  made  of  the  register  it  would  be  found  that  the  name  of  the  person 
who  actually  had  received  the  proper  cheque  for  his  rebate  wouldn't  agree 
with  the  indorsement  on  my  cheque,  which  corresponded  in  niunber  to  the 
good  cheque,  always  supposing  that  it  was  my  cheque  which  chanced  to  be 
looked  up.    I  never  felt  in  any  fear  of  their  finding  both  cheques. 

"To  cover  myself  I  began  erasing  names  from  the  register  and  sub- 
stituting the  names  for  which  I  had  made  out  my  cheques.  These  erasures 
finally  attracted  the  attention  of  the  auditors,  but  they  couldn't  catch  on  to 
the  scheme  then  until  I  told  them  how  it  was  worked." 

Walker  stumbled  on  the  plan  because  he  happened  to  notice  once  that 
in  eight  years  only  one  thorough  examination  of  the  canceled  policies  and 
payments  of  rebated  premiiuns  was  made  by  the  auditors  of  the  company. 
As  soon  as  he  found  how  easily  the  scheme  worked,  he  began  to  pay  his  bills 
with  cheques  drawn  on  the  insurance  company. 

He  bought  a  piano  with  one  of  his  early  cheques,  making  the  cheque 
payable  to  the  piano  salesman  from  whom  he  made  his  purchase.  In  the 
insurance  company's  oflfice,  had  anyone  looked  it  up,  it  would  have  ap- 
peared that  this  salesman  was  receiving  a  rebated  premivma  on  a  canceled 
policy.  To  the  salesman  himself  it  appeared  merely  that  Walker  had  asked 
his  employer  to  make  out  a  cheque  for  his  convenience. 

Walker  said  he  paid  his  rent  regularly  each  month  with  one  of  the  com- 
pany's cheques,  making  it  out  in  favor  of  his  landlord.  Walker  said  that 
while  Bradford  never  suspected  him,  he  had  known  for  six  months  before 
their  arrest  that  Bradford  was  doing  the  same  thing,  but  said  he  never 
had  spoken  to  him  about  it  until  they  met  in  police  headquarters  as  prisoners. 

Most  of  the  cheques  which  Bradford  and  Walker  drew  were  for  amounts 
less  than  $50,  so  that  it  required  more  than  200  falsified  cheques  for  them 
to  obtain  the  $13,208. 


Reinsurance  Reserves 

The  reinsurance  reserve  of  fire  companies  is  generally  calcu- 
lated by  taking,  at  the  close  of  the  fiscal  year,  the  following 
proportions  of  the  premiums  charged  (net  of  return  premiiuns 
and  reinsurance): 
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One-year  policies i^ 

Two-year  policies 

Written  previous  to  the  year  under  review y^ 

"                       in    "      "         "           "      ^ 

Three-year  poUcies 

Written  two  years  previous  to  the  year  under  review ^ 

"       the  year          "        "     «       "        "          «      >^ 

"       in  the  year  (,       "         "      ^ 

Four-year  policies 

Written  three  years  previous  to  the  year  under  review J^ 

«       two  years          "         "     «      «        "          «      % 

"       the  year            "         "     «      «        "          «      ^ 

"        in  the  year                                                    *      J/^ 

Five-year  policies 

Written  four  years  previous  to  the  year  under  review Ho 

"        three  years      "         «    "       "          "         "       Mo 

«        two  years        "          «    "        "          «         «       Mo 

«       the  year          «         «    «       "          «        «      Ko 

"       the  year                                           «        "      Mo 

The  deposits  reclaimable  by  the  assured  are  taken  as  the 
liability  on  perpetual  policies. 

LIFE  INSURANCE 

Loans  to  policyholders  secured  by  assignment  of  policies  now 
form  an  item  of  considerable  size  in  the  assets  of  many  large 
companies.  Since  the  loan  never  exceeds  the  amount  of  the 
reserve  acciunulated  on  the  policy,  such  loans  are  a  very  good 
asset.  The  notes  and  assigned  policies  should  be  examined  as  a 
means  of  verifying  the  policy  loans. 

The  insurance  reserve  of  life  insurance  companies  is  calcu- 
lated on  a  basis  entirely  different  from  that  of  fire  insurance 
companies.  The  calculations  are  made  by  the  company's 
actuary,  and  the  auditor  is  not  ordinarily  expected  to  do  more 
than  ascertain  that  the  reserve  as  stated  in  the  balance  sheet 
agrees  with  the  actuary's  figures.  Sometimes,  however,  the 
auditor  is  instructed  to  make  a  test  of  the  actuary's  calculations. 
In  such  instances  it  may  be  desirable  for  him  to  engage  the  serv- 
ices of  an  actuary  to  do  this  work.      On  the  other  hand,  the 
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accountant  who  has  a  good  grasp  of  the  underlying  principles  of 
life  insurance  can,  himself,  by  the  use  of  tables  which  are  pre- 
pared for  the  purpose,  test  the  calculations  of  the  reserve  and 
satisfy  himself  that  it  has  been  properly  summarized,  and  that  it 
includes  reserves  for  all  classes  of  outstanding  policies  which 
require  them. 

EMPLOYERS'  LIABILITY  MUTUAL  INSURANCE 
COMPANIES 

The  premiums  receivable  should  be  verified  by  correspon- 
dence, if  possible.  The  numbers  of  the  policies  which  represent 
the  items  comprising  the  balance  should  be  compared  to  uncover 
duplicate  charges  or  failure  to  put  through  canceUation  entries 
when  a  policy  has  been  canceled  and  rewritten.  Policies  re- 
written should  be  so  designated  in  the  members'  accounts. 
Each  individual  account  should  be  taken  up  with  the  collection 
department  to  determine  its  collectibility  and  to  ascertain  from 
the  correspondence  files  in  that  department  that  the  premiimi 
is  in  course  of  collection.  Credit  balances  in  members'  accounts 
should  be  analyzed  for  credits  arising  from  cancellations  and 
dividends,  premium  adjustments  and  from  premiums  paid  in 
advance. 

Cancellations  and  dividends  and  premium  adjustments 
should  appear  on  the  liability  side  of  the  balance  sheet  under  the 
caption,  "Members'  Credit  Balances."  Since  premiums  are 
not  as  a  rule  paid  in  advance  of  the  issuance  of  a  policy,  investi- 
gation of  credits  of  this  character  usuaUy  disclose  that  the 
entry  for  the  premium  charge  has  miscarried  or  that  the  item  has 
been  posted  to  a  wrong  account.  In  case  the  entries  have  been 
correctly  made,  these  items  should  appear  on  the  balance  sheet 
as  "Premiums  Paid  in  Advance."  The  auditor  should  make  a 
sufl5cient  test  to  ascertain  that  the  internal  check  in  connection 
with  the  crediting  of  members'  accounts  with  dividends  and 
return  premiums  is  such  that  payments  for  these  credits  could 
not  be  made  without  proper  authority. 
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The  principal  items  on  the  liability  side  of  the  balance  sheet 
are  the  reserves  for  unearned  premiums  and  losses.  The 
calculations  of  these  reserves  are  usually  made  by  the  actuarial 
department  of  the  company  on  bases  fixed  by  statute.  The 
auditor  should  familiarize  himself  with  the  legal  requirements 
in  this  respect,  investigate  the  method  of  assembling  the  data 
upon  which  the  reserves  were  calculated,  and  carefully  review 
each  step  in  the  calculations. 

The  premium  income  of  workmen's  compensation  and  em- 
ployers' liability  insurance  companies  is  based  on  the  total  pay- 
roll of  the  assured  during  the  term  of  the  policy.  Policies  are 
usually  written  for  one  year  and  the  amount  of  the  initial  pre- 
mium is  obtained  by  applying  standard  or  manual  rates  to  a 
classified  estimated  pay-roll  prepared  by  the  assured.  At  the 
expiration  of  the  poUcy  the  pay-roll  for  the  period  is  examined 
by  the  company;  the  estimate  of  the  assured  is  then  superseded 
by  the  actual  pay-roll  expenditures,  and  the  classifications  are 
revised  in  accordance  with  the  best  underwriting  and  engineering 
experience.  Due  to  various  causes,  such  as  indorsements 
issued  by  rating  and  compensation  boards,  the  rates  applicable 
to  the  final  audited  pay-roll  may  differ  materially  from  the  rates 
used  in  the  estimated  pay-roll.  The  auditor  should,  therefore, 
make  sufficient  tests  of  the  methods  in  use  in  the  pay-roll  audit 
department  of  the  company  to  see  that  the  company's  interests 
are  protected  by  the  methods  followed  in  accounting  for  addi- 
tional or  refund  premiums.  The  premium  income  of  the 
company  being  to  a  considerable  extent  dependent  upon  the 
accuracy  of  the  work  of  the  pay-roll  audit  department,  the 
auditor  should  give  special  attention  to  the  system  of  internal 
check  in  that  department,  and  also  to  the  method  of  handling 
interdepartmental  communications  affecting  rates. 

The  system  of  internal  check  in  connection  with  the  settle- 
ment of  claims  should  be  examined.  A  good  test  should  be  made 
of  the  claim  payments  by  inspecting  the  correspondence  and 
other  papers  prepared  in  connection  with  their  settlement.    In 
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some  cases  representatives  of  the  company  have  funds  to  make 
settlements  for  nominal  amounts  so  that  they  may  close  on  the 
best  possible  basis  through  the  offer  of  ready  cash.  Such  funds 
should  be  verified  and  the  papers  in  connection  with  the  settle- 
ments made  therefrom  should  be  examined  closely. 

CASUALTY,  HEALTH,  SURETY,  TITLE  GUARANTEE 
AND  OTHER  COMPANIES 

In  the  main,  the  accounts  of  these  companies  are  similar  to 
those  of  fire  companies.  The  most  important  difference  is  that 
the  basis  of  determining  the  reinsurance  reserve  is  not  ^ways 
the  same  as  for  fire  companies.  For  instance,  it  is  customary 
to  include  the  full  amount  of  the  gross  premiums  on  unexpired 
risks  in  the  reserve  of  marine  and  inland  navigation  companies. 
Health  companies  resemble  life  companies  somewhat  and  their 
reserve  may  be  based  on  actuarial  principles. 

Insurance  Companies  and  the  Income  Tax 

In  auditing  the  accounts  of  an  insurance  coitipany  the  ques- 
tion of  the  correct  amount  to  provide  for  federal  income  tax 
will  arise.  There  are  many  sections  of  the  laws  and  regulations 
and  special  rulings  applicable  to  insurance  companies  and  these 
should  be  referred  to.^ 

INSURANCE  AGENCIES 

The  accounts  of  an  insurance  agency  do  not  present  many 
special  problems.  If  the  agent  represents  several  companies, 
it  is  very  necessary  that  a  segregation  be  made  of  the  cash  re- 
ceived for  premiums,  so  that  the  uncollected  premiums  applicable 
to  each  company  may  be  known. 

Some  premiums  are  collected  from  the  assured  periodically 
in  instalments.    An  investigation  should  be  made  of  the  system 


^  Montgomery,  Income  Tax  Procedure,  1932,  Chapter  XXXVIII. 
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used  to  follow  up  these  collections  to  see  that  the  instalments 
are  not  allowed  to  get  in  arrears.  The  auditor  should  ascertain 
from  some  person  in  authority  the  policy  of  the  agency  relative 
to  premiums  uncollected,  and  the  items  overdue  should  be 
brought  to  the  attention  of  this  person.  The  verification  of  the 
premiums  is  not  a  difficult  matter,  since  the  amount  credited  to 
the  companies  should  be  offset  by  cash  receipts  or  charges  to 
accounts  receivable. 

The  balances  due  each  company  as  shown  by  the  ledger  and 
the  monthly  statement  sent  to  the  company  should  be  confirmed 
by  correspondence  with  the  company.  A  test  should  be  made 
of  the  allowances  for  return  premiums  due  to  cancellations  of 
policies,  rate  reductions,  etc.  The  amounts  credited  to  the 
assured  for  return  premiums  should  be  compared  with  the  entries 
in  the  policy  register  or  other  record  and  with  the  charges  to 
the  companies. 

The  agency  contract  with  each  company  represented  should 
be  examined;  the  rates  of  commission,  the  expenses  allowed, 
the  method  of  settlement,  etc.,  should  be  noted.  Usually  the 
commissions  earned  by  the  agent  can  be  verified  without  diffi- 
culty, because  the  amount  which  is  ordinarily  credited  to  the 
earning  account  is  that  which  appears  in  the  monthly  statement 
sent  to  the  company.  Sometimes  the  total  premiums  uncol- 
lected represent  a  substantial  sum.  In  such  cases  a  reserve 
should  be  provided  for  the  unearned  commissions  included  in 
the  doubtful  items.  Some  agencies  make  a  practice  of  issuing 
policies  or  certificates  as  a  matter  of  routine  in  certain  cases, 
although  they  have  not  been  notified  that  the  insurance  will  be 
Renewed.  Some  of  these  policies  or  certificates  may  be  returned 
for  cancellation.  The  taking  of  the  commissions  on  such  items 
should  be  deferred  until  it  is  definitely  known  that  the  insurance 
will  be  accepted. 

The  expenses  of  an  agency  consist  of  those  items  usually 
found  in  any  office,  with  the  exception  of  the  fees  paid  to  brokers. 
These  amounts  should  be  tested  by  comparison  with  the  insur- 
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ance  record.    The  auditor  should  satisfy  himself  that  brokerage 
fees  are  not  being  paid  on  premiums  still  uncollected. 

The  matter  of  federal  taxes  is  of  great  importance.  Incorpor- 
ated insurance  agencies  should  have  been  able  to  qualify  as 
personal  service  corporations  under  the  Revenue  Acts  of  19 18 
and  192 1  and  thus  to  secure  substantial  tax  benefits." 


•Montgomery,  Income  Tax  Procedure,  1922,  Chapter  XXIV. 


CHAPTER  VI 
MANUFACTURING' 
(Part  I) 

The  audit  of  certain  businesses  which  can  be  classified  under 
the  general  heading  of  "Manufacturing"  is  discussed  in  this 
and  the  two  following  chapters. 

Following  a  general  discussion  of  the  features  common  to  the 
audit  of  most  manufacturing  businesses,  consideration  is  given 
in  the  present  chapter  to  the  audit  of  foundries,  textile  mills 
and  cement  manufacturing  companies. 

GENERAL 

The  accounts  of  manufacturers  are  submitted  to  the  auditor 
probably  as  often  as  any  other  class  of  accounts.  Conse- 
quently he  should  be  well  informed  on  such  matters  as  are 
especially  pertinent  to  manufacturing  accounts. 

The  exact  procedure  that  should  be  followed  by  the  auditor 
in  an  examination  of  the  records  of  a  manufacturing  concern 
depends  upon  the  purpose  for  which  the  audit  is  being  made. 
In  many  instances  an  examination  of  the  client's  cost  computa- 
tions and  cost-finding  methods  is  necessary  to  authenticate  the 
valuation  of  the  work  in  process  and  finished  goods  inventory. 
In  any  event,  the  auditor  should  have  a  thorough  knowledge  of 
the  progress  that  has  been  made  in  recent  years  along  industrial 
lines,  and  should  be  particularly  informed  regarding  modern 
developments  in  factory  organization  and  in  accounting  methods 
made  necessary  thereby. 

Even  when  the  primary  purpose  of  the  audit  is  to  establish 
the  financial  condition  of  the  company  whose  accounts  are  under 
review,  there  is  a  growing  tendency  among  business  men  and 

no 
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manufacturers  to  expect  from  the  auditor  more  than  the  mere 
assurance  that  every  dollar  spent  has  been  properly  recorded  and 
duly  accounted  for.  The  auditor  should,  therefore,  be  prepared 
to  report  to  his  client  whether  or  not  he  is  receiving  adequate 
value  in  return  for  moneys  expended,  and  whenever  possible  to 
suggest  methods  which  will  enable  him  to  know,  more  or  less 
as  a  matter  of  routine,  when  he  is  not  receiving  full  value  for  the 
material  or  the  services  purchased.  This  presupposes  a  thorough 
knowledge  of  cost  accounting  methods  applicable  to  different 
types  of  plants,  and  particularly  of  methods  of  overhead  distri- 
bution and  of  their  usefulness  under  divers  conditions.  Some 
knowledge  of  modern  production  technique  is  also  advanta- 
geous. 

Examination  of  Cost  System 

In  examining  the  cost  system  in  use  the  auditor  has  really 
two  main  functions  to  accomplish: 

First,  he  should  from  time  to  time  make  a  detailed  cost  audit 
covering  such  matters  as  the  preparation  and  distribution  of  the 
pay-roll,  the  reporting  of  all  materials  delivered  to  or  requisi- 
tioned from  the  various  storerooms  and  the  distribution  of 
overhead  expenses.  He  should  ascertain  whether  materials, 
supplies  and  manufactured  articles  are  all  properly  stored  or 
whether  the  shop  is  able  to  get  some  materials  without  proper 
requisitions,  etc.  He  should  see  whether  all  incoming  materials 
are  properly  accounted  for  and  whether  invoices  are  all  posted  to 
the  perpetual  stock  records;  also  with  reference  to  such  matters 
as  shipping  reports  showing  the  outgoing  product,  he  should 
ascertain  whether  or  not  these  are  properly  recorded  in  a  sales 
register  and  to  what  extent  the  cost  of  sales  is  revised  from  time 
to  time. 

Second,  he  should  be  prepared  to  state  whether  or  not  the 
client  has  an  adequate  and  suitable  cost  system. 

The  particular  points  the  auditor  should  watch  in  this  latter 
respect  are  as  follows: 
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K  the  concern  manufactures  a  line  of  products  which  vary,  it 
is  rarely  possible  to  use  a  flat  burden  percentage  for  all  products. 
Burden  should  be  divided  among  the  various  operating  units  or 
departments  and  an  individual  rate  used  for  each  department 
Burden  percentages  are  usually  based  on  the  dollar  of  productive 
labor,  although  in  some  cases  where  the  hourly  rates  of  pay  vary 
considerably  within  the  same  department,  the  burden  basis 
should  be  changed  to  a  rate  per  hour.  In  still  other  cases  it 
will  be  advisable  to  use  a  machine  rate  basis.  In  this  latter 
case,  the  machine  rate  should  be  a  group  rate  and  not  an  in- 
dividual rate  for  each  machine  if  it  can  be  avoided.  The  use 
of  actual  burden  rates  should  be  discouraged  wherever  found, 
as  in  times  of  depression  the  rates  are  abnormally  high,  thereby 
inflating  inventories  and  not  really  reflecting  the  proper  costs. 

There  are  two  principal  sources  of  cost  information,  namely, 
labor  as  reported  from  the  shop  and  material  as  reported  on 
material  requisitions.  To  obtain  accurate  labor  costs  there 
must  be  a  well  laid  out  timekeeping  procedure  in  effect  in  the 
shop.  The  plan  of  workmen  making  out  their  own  time  cards 
should  be  discoiu-aged  wherever  possible  and  timekeepers  or 
dispatch  clerks  should  be  employed.  A  distinction  must  be 
made  in  the  reporting  of  all  time  as  between  direct  and  indirect 
labor.  The  former  is  a  direct  cost,  whereas  the  latter  becomes  a 
part  of  the  overhead,  which  includes  indirect  material,  and  the 
prop>er  proportions  of  such  general  expenses  as  taxes,  insurance, 
depreciation,  general  ofl&ce,  etc.  Direct  labor  should  be  re- 
ported by  production  order  number  or,  in  the  case  of  a  class  cost 
system,  by  class  number,  or,  in  the  case  of  an  operation  cost  sys- 
tem, by  operation  number.  Regardless  of  the  method  of  report- 
ing time,  the  time  reported  from  the  shop  should  be  thoroughly 
checked  with  the  hours  shown  by  the  pay-roll. 

In  the  case  of  material  issued,  proper  requisitions  made  out 
by  responsible  parties  should  come  to  the  storeroom  and  after 
material  is  issued  these  requisitions  should  be  entered  on  the 
perpetual  stock  records  and  priced.    These  requisitions  later 
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become  the  basis  for  journal  entries  recording  the  material 
withdrawn. 

In  addition  to  the  above,  the  auditor  should  be  in  a  position 
to  know  almost  intuitively  whether  or  not  the  client  is  spending 
too  much  effort  in  getting  his  costs;  that  is,  whether  or  not  he 
has  the  most  suitable  type  of  cost  system.  The  number  of  time 
cards  per  day  p)er  worker,  the  number  of  material  requisitions 
handled,  will  quickly  determine  whether  or  not  a  special  order 
cost  system  is  too  complicated.  If  so,  perhaps  the  product  can 
be  classified  or  perhaps  a  common  unit  of  measurement  can  be 
found  for  the  various  operations,  thus  simpUfying  the  entire 
cost  scheme. 

To  sum  up,  the  cost  system  must  first  of  all  be  of  the  proper 
type  for  the  particular  industry  concerned;  second,  it  must  be 
tied  up  completely  with  the  general  accoimts;  and  third,  it 
must  be  capable  of  operation  in  such  a  way  as  to  give  a  basis  for 
the  valuation  of  inventories  and  also  for  the  speedy  compilation 
of  the  monthly  cost  of  sales  figures.  Furthermore,  it  should  give 
to  the  management  a  statement  of  indirect  expenses  by  depart- 
ments as  a  guide  in  establishing  future  burden  rates,  etc. 

Regardless  of  the  type  of  cost  system,  also  regardless  of 
whether  or  not  a  cost  audit  is  to  be  made,  the  auditor  should 
pay  attention  to  some  or  all  of  the  following  phases. 

Pay-Roils 

Particular  attention  should  be  paid  to  the  verification  of 
expenditures  for  wages.  The  system  of  handling  the  pay-roll 
from  the  initial  steps  to  the  final  paying  out  of  the  wages  should 
be  followed,  and  if  possible  the  auditor  should  be  present  on  at 
least  one  occasion  when  the  actual  paying  off  takes  place. 

In  this  connection  the  method  of  cashing  pay-roll  cheques 
should  be  investigated.  Some  bank  cashiers  are  careless  about 
requiring  indorsements  on  pay-roll  cheques  of  the  company 
whose  money  they  handle,  a  fact  which  enables  a  dishonest 
paymaster  to  secure  funds,  without  indorsement  and  therefore 
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without  forgery,  on  cheques  made  out  to  persons  not  employed 
by  the  company,  although  their  names  are  on  its  pay-roll.  In 
a  large  plant,  in  which  it  is  customary  to  cash  employees'  cheques, 
the  indorsement  of  a  foreman,  in  addition  to  that  of  the  employee 
whose  cheque  is  to  be  cashed,  should  be  required. 

It  must  be  remembered  that  more  room  for  fraud  as  to  pay- 
roll procedure  exists  in  the  making  of  the  initial  records  than 
in  the  paying  off  by  means  of  cheque  or  otherwise.  Many 
cases  have  been  found  where  timekeepers  have  been  in  league 
with  the  workmen  and  have  reported  time  incorrectly,  making 
due  allowances  on  the  "in  and  out"  clock  cards.  A  proper  basis 
for  reporting  time  at  the  source  and  a  check  of  the  time  tickets 
by  the  foreman  is  very  essential  to  a  proper  and  satisfactory 
pay-roll  scheme. 

Idle  Time  and  Equipment 

Besides  doing  what  is  necessary  to  see  that  wages  have  been 
paid  according  to  pay-rolls,  and  that  the  latter  are  handled  in  a 
proper  manner,  an  inspection  of  the  methods  of  supervising 
labor  is  frequently  well  within  the  auditor's  sphere.  His 
examination  of  this  feature  of  his  client's  business  should  enable 
him  to  comment  on  how  completely  labor  reports  tell  the  story 
of  the  employees'  activities — to  what  extent  idle  time  is  ac- 
counted for,  how  thoroughly  its  causes  are  analyzed,  in  what 
instances  it  is  avoidable  or  attributable  to  inefficient  manage- 
ment, and  to  what  extent  it  may  have  to  be  recognized  as  in- 
evitable. It  will  be  found  more  satisfactory  usually  to  have  the 
time  reports  made  by  a  departmental  clerk,  who  is  well  quali- 
fied to  distribute  a  man's  time  properly,  than  to  leave  it  to  the 
men  themselves,  as  it  is  important  that  the  system  of  reporting 
labor  accurately  and  adequately  reflects  what  takes  place  on 
the  job. 

Akin  to  the  problem  of  idle  time  is  that  of  idle  equipment, 
and  it  may  be  entirely  within  the  scope  of  the  audit  to  examine 
into  the  method  of  reporting  idle  equipment  to  the  executives 


MANUFACTURING— GENERAL  1 1 5 

in  charge  of  operations.  The  matter  of  idle  equipment  is  some- 
times a  question  of  correlation,  and  the  auditor  is  often  in  a 
position  to  suggest  methods  of  better  correlation  between  ma- 
chines, or  between  departments,  which  will  help  to  solve  this 
diflBculty. 

Ordering  and  Handling  Materials 

In  a  manufacturing  plant  the  verification  of  the  inventory  is 
one  of  the  most  important  of  the  auditor's  tasks.  Reference 
should  be  made  to  the  instructions  relating  to  this  part  of  his 
work  given  in  Chapters  VIII  and  IX  of  Volume  I.  Particular 
attention  should  be  given  to  the  methods  of  handling  materials. 
The  system  of  purchasing  and  receiving,  including  the  method 
of  checking  invoices  as  to  quality,  quantity  and  price,  should  be 
thoroughly  examined.  Freight  charges  to  be  paid  by  the  vendor 
should  in  every  case  be  deducted  from  the  payments  for  pur- 
chases. All  allowable  quantity  and  cash  discounts  should  be 
taken  and  the  auditor  should  make  sure  that  only  the  net  material 
cost  is  used  in  pricing  the  inventory  of  raw  or  purchased  mater- 
ials, and  of  material  included  in  the  finished  product. 

The  system  of  storing  material  should  be  investigated  as  well 
as  the  methods  of  receiving,  handling  and  issuing  material. 
The  manner  of  recording  these  activities  should  be  carefully 
reviewed.  It  is  not  only  essential  that  all  material  be  included 
in  the  inventory,  but  that  there  be  neither  duplications  nor 
omissions.  In  a  large  plant  the  maintenance  of  a  perp>etual  inven- 
tory is  almost  indispensable,  both  as  a  record  of  material  on 
hand  and  as  a  guide  to  the  purchasing  department. 

Not  only  the  value  of  the  inventory,  but  the  proportion  of 
a  manufacturer's  assets  so  tied  up,  is  of  interest  to  the  banker, 
as  well  as  to  the  manufacturer  hiinself ;  and  for  this  reason  the 
auditor  should  study  the  methods  of  the  purchasing  department 
together  with  those  of  the  stores  department,  to  be  sure  that 
they  are  properly  correlated.  The  purchasing  department 
should  see  that  contracts  for  materials  are  entered  into  and 
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fulfilled  in  such  a  manner  as  to  insure  the  constant  presence 
of  sufficient  quantities  for  manufacturing  purposes  without 
tying  up  the  concern's  capital  unnecessarily.  Balanced  inven- 
tories should  be  the  aim.  The  auditor  should  also  ascertain 
that  all  commitments  entered  into  by  the  purchasing  department 
have  been  properly  recorded.  If  the  forward  commitments  are 
large  or  at  prices  in  excess  of  current  market  values,  such  facts 
should  be  set  forth  fully  upon  the  balance  sheet. 

Application  of  Burden 

The  auditor  should  check  the  distribution  of  overhead  from 
the  point  of  view  of  the  use  of  normal  rates  rather  than  that  of 
actual  rates.  It  is  sometimes  advisable  to  value  "work  in  pro- 
cess" and  "finished  stock"  inventories  on  the  basis  of  normal 
burden,  especially  if  the  inventory  is  the  result  of  three  or  four 
months  of  low  capacity  production.  If  actual  burdens  are  used 
in  a  seasonal  business,  the  inventories  are  either  inflated  or  low 
depending  on  the  relation  of  the  balance  sheet  date  to  the  period 
of  maximum  production.  The  inventory  values  would  also  be 
inflated  whenever  the  plant  operated  at  a  very  low  capacity. 
Hence,  the  normal  burden  rate  which  represents  average  pro- 
duction conditions  should  be  used  when  the  actual  rate  is  too 
high,  the  difference  between  the  normal  and  actual  burden  being 
charged  against  income,  thus  preventing  the  inflation  of 
inventories. 

When  a  manufacturing  concern  erects  some  of  its  own  build- 
ings or  manufactures  some  of  its  equipment,  there  arises  the  ques- 
tion of  the  overhead  rates  to  be  used  in  the  costs  of  such  buildings 
and  equipment  as  are  charged  to  plant  asset  accounts.  Even 
where  such  equipment  is  made  by  a  so-called  "general  repair-gang' ' 
(which  may  have  no  departmental  overhead  rate)  an  arbitrary 
burden  charge  should  be  made,  provided  the  overhead  added 
does  not  increase  the  cost  to  a  figure  higher  than  that  at  which 
the  article  can  be  purchased  in  the  market.  The  object  to  be 
attained  is  to  insure  that  the  manufactured  product  does  not 
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bear  overhead  which  is  really  applicable  to  the  production  of 
capital  assets. 

Outward  Freight 

Shipping  records  should  be  compared  with  sales,  and  the  freight 
on  outgoing  shipments  should  be  examined  to  make  certain  that 
those  which  are  prepayments  on  sales  made  f.o.b.  factory  are 
charged  to  customers  and  not  absorbed  in  the  manufacturing 
accounts.  The  sales  of  the  later  part  of  the  closing  month 
should  be  checked  against  the  shipping  records  for  the  purpose 
of  ascertaining  that  deliveries  of  a  subsequent  period  have  not 
been  included  therein. 

Depreciation 

Depreciation  of  plant  is  an  item  which,  while  not  peculiar 
to  manufacturing  industries,  is  of  especial  importance.  The 
basis  on  which  the  allowances  therefor  are  made  varies  in  different 
industries.  For  textile  mills,  machine  shops,  etc.,  it  is  customary 
to  base  the  depreciation  allowances  on  percentages  of  the  plant 
values,  the  percentages  being  in  turn  based  on  the  estimated 
useful  life  of  the  plant  or  of  appropriate  groups  thereof.  In  in- 
dustries like  blast  furnaces  and  coke  works  the  allowance  is  fre- 
quently based  on  a  certain  rate  per  imit  of  production,  the 
amoimt  of  the  allowance  for  different  fiscal  periods  varying  in  di- 
rect proportion  to  the  fluctuation  in  the  output  of  pig  iron  or  coke, 
respyectively.  A  legitimate  reason  for  such  a  basis  is  that  in 
industries  such  as  those  named,  a  very  large  output  imposes 
a  correspondingly  heavy  strain  on  the  plant,  whereas  when  the 
production  is  light,  the  wear  and  tear  on  furnace  and  oven 
linings,  etc.,  is  much  less. 

It  should  be  borne  in  mind  that  depredation  is  not  simply 
a  matter  of  physical  wear  and  tear;  obsolescence  and  inadequacy 
of  equipment  for  present  or  prospective  requirements  must  be 
taken  into  account.  The  auditor  will  find  much  valuable  infor- 
mation relative  to  rates  of  depreciation  for  various  industries  in 
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the  Accountants^  Index  published  by  the  American  Institute  of 
Accountants,  pages  342  to  678  being  devoted  to  depreciation 
data  and  rates.  The  references  given  therein  should  enable 
the  auditor  to  obtain  authoritative  information  on  the  rates 
recognized  in  a  particular  industry. 

Other  Income 

Miscellaneous  income  should  be  carefully  looked  for  and 
verified.  One  such  item  which  is  quite  frequently  encountered 
is  the  income  from  houses  owned  by  manufacturers  who  are 
located  at  a  distance  from  cities  and  towns,  and  who  rent  these 
houses  to  their  employees.  Most  frequently,  though  not 
invariably,  the  rents  are  deducted  from  wages  payable  to  the 
employee- tenants. 

As  often  as  not,  the  record  of  rents  is  in  crude  form.  A 
suitable  form  of  rent  roll  should  be  suggested.  The  record 
should  be  based  on  the  rents  accruing,  not  merely  on  the  col- 
lections when  made. 

In  stating  the  operations  of  the  undertaking,  the  taxes, 
repairs  and  other  expenses  which  can  be  allocated  to  the  houses 
owned  should  be  applied  against  the  rents  (though  preferably 
showing  the  gross  of  both  rents  and  expenses),  and  the  net 
income  or  expense  should  be  extended. 

When  the  buildings  used  for  manufacturing  are  leased  and 
a  portion  of  the  space  is  sublet,  it  is  desirable  that  both  the  gross 
amount  of  rent  paid  and  the  amount  received  for  the  space 
sublet  be  shown  so  that  any  fluctuations  in  the  net  amount  of 
rent  paid  which  are  due  to  the  sublet  premises  becoming  vacant 
may  carry  their  own  explanation  with  them. 

The  auditor  should  ascertain  whether  any  scrap  or  discarded 
plant  items  have  been  made  available  for  sale.  If  so,  he  should 
ascertain  whether  the  articles  have  been  sold  and  the  proceeds 
accounted  for.  Where  such  items  are  on  hand  at  the  close  of 
the  period,  they  should  be  inventoried  to  prevent  the  possibiUty 
of  their  being  overlooked  thereafter. 
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Statistical  Records 

In  those  industries  in  which  there  is  but  a  single  unit  of 
production — such  as  tons,  pounds,  barrels  or  gallons — at  least 
the  sales  accounts  should  be  kept  not  only  as  to  values,  but  also 
in  quantities.  Under  such  conditions  it  is  occasionally  possible 
to  lay  out  the  accounts  on  the  general  books  in  such  manner  as 
to  show  therein  the  average  manufacturing  cost  per  unit  of 
production.  Keeping  cumulative  records  of  quantities  in  con- 
nection with  the  values,  not  only  of  sales,  but  also  of  materials 
purchased  and  used,  will  enable  the  auditor  to  make  a  comparison 
of  the  quantity  of  materials  used  with  the  resulting  quantity 
of  finished  product,  and  ascertain  whether  the  ratio  of  one  to 
the  other  is  within  a  reasonable  range  of  the  average  applicable 
to  the  particular  industry. 

Frequently  the  auditor  can  render  his  client  a  distinct 
service,  which  may  be  specified  as  part  of  his  engagement,  by 
suggesting,  as  he  sees  opportunity,  various  reports  and  sum- 
maries for  the  use  of  the  executives  of  the  business.  So  many 
factors  enter  into  the  wise  selection  of  such  reports  that  a  uni- 
versally applicable  recommendation  along  this  line  cannot  be 
made.  But  in  general  the  executives  would  be  expected  to  be 
interested  in  production  ref)orts  which  show  things  that  need  at- 
tention— as  idle  time,  idle  equipment,  wasted  power,  spoiled  work 
and,  as  far  as  possible,  the  reports  should  indicate  the  causes. 

Financial  Statements 

Uniformity  of  detail  in  the  financial  statements  of  manu- 
facturing concerns  is  not  to  be  expected.  It  is  of  interest  to 
students,  however,  to  see  forms  of  statements  which  are  actually 
in  use.  On  pages  372  and  373  of  Volume  I  is  given  the  form 
of  balance  sheet  recommended  by  the  Federal  Reserve  Board. 
This  form  can  be  adapted  to  the  requirements  of  any  business. 
Since  auditors  are  sometimes  brought  into  contact  with  balance 
sheets  prepared  on  the  "English"  plan,  the  form  prescribed  by 
the  English  Companies  Act  of  1908  is  given  on  page  120. 
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FOUNDRIES 

In  a  general  way  foundries  are  divisible  into  two  classes: 

1.  Ferrous  foundries 

2.  Non-ferrous  foundries 

The  former  group  contains  all  iron  and  steel  foundries,  includ- 
ing those  producing  gray  and  malleable  iron,  while  the  second 
covers  brass,  bronze  and  aluminum  foundries.  The  product 
dealt  with  by  the  latter  group,  whether  in  its  raw  or  finished 
state,  is,  of  course,  of  greater  intrinsic  value  than  that  dealt 
with  by  the  former. 

The  processes  involved  in  the  making  of  a  casting  in  a  foundry 
consist  of  mixing  and  melting  certain  basic  raw  materials,  such 
as  pig  iron,  copper,  lead,  etc.;  pouring  the  melted  metal  into 
sand  moulds  prepared  to  receive  it;  core-making;  and  finishing, 
which  includes  tumbling  to  free  the  castings  from  sand  and  dirt, 
chipping,  inspection  and  general  finishing. 

Inventories 

Certain  raw  materials,  such  as  sand,  limestone  and  coal, 
are  bulky,  and  quantities  are  ascertained  by  leveling  and  trim- 
ming the  piles  and  estimating  the  cubic  contents.  In  some  cases 
carload  lots,  as  received,  are  segregated,  thereby  facilitating  the 
computation  of  the  quantitites  on  hand.  Pig  iron  is  carried  in 
the  inventory  separately  as  between  carloads.  A  check  can 
readily  be  made  whenever  any  one  carload  is  exhausted.  The 
scrap  iron  is  purchased  from  various  dealers  and  each  purchase 
should  be  physically  separated  in  the  yards.  In  pricing  inven- 
tories of  metals  the  auditor  should  be  thoroughly  familiar  with 
the  principles  laid  down  in  Chapters  VIII  and  IX  of  Volume  I 
of  this  book. 

The  pricing  of  finished  castings  and  of  work  in  process  requires 
an  investigation  of  the  cost  system.  Reference  should  be  made 
to  the  comments  on  this  subject  to  be  found  later  in  this  chapter. 
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Patterns 

Unless  patterns  are  likely  to  be  used  again  in  the  near 
future,  they  should  be  carried  in  the  inventory  at  the  value  of 
scrap  metal,  or  written  off  entirely,  in  the  case  of  wood  patterns. 
Patterns  made  for  special  orders  should  be  written  off  against 
the  cost  of  that  order,  while  those  which  are  to  be  used  on  some 
more  or  less  stable  Droduct  should  be  depreciated  rapidly. 

Flasks 

Flasks  are  divided  into  two  groups,  namely,  metal  and  wood. 
Foundries  usually  make  their  own  flask  equipment,  there  being 
a  carpenter  shop  for  wood  flasks  and  the  foundry  itself  pours  its 
own  metal  flasks,  which  are  later  assembled  in  its  machine  shop. 
It  is  usually  unwise  to  add  all  new  flasks  made  to  an  asset  account. 
Flasks,  both  metal  and  wood,  depreciate  very  rapidly  and  it  is 
recommended  that  an  average  valuation  be  placed  on  the  usual 
flask  equipment  carried.  All  closed  orders  for  flask  work  and 
also  for  all  flask  repairs  should  be  charged  to  a  flask  account, 
separated  only  as  between  wood  and  metal.  It  is  to  be  under- 
stood that  the  burdens  will  be  charged  respectively  against  the 
two  groups  as  incurred.  At  the  end  of  each  month  the  total 
flask  costs  should  be  divided  respectively  by  the  total  number  of 
pounds  poured  based  upon  whether  this  metal  was  poured  into 
wood  or  metal  flasks,  thus  arriving  at  a  rate  per  pound  of  metal 
poured.  This  rate  should  be  standardized  just  like  a  burden 
rate,  and  in  this  way  the  flask  cost  is  determined  for  each  and 
every  order.  The  difference  between  this  standard  rate  and 
the  actual  flask  cost  both  of  new  flasks  and  repair  parts  will  be 
charged  monthly  to  profit  and  loss  just  as  in  the  case  of  over 
and  imder  absorbed  burden.  Some  foundries  do  not  carry  their 
wooden  flasks  as  equipment  at  all,  but  charge  off  all  such  ex- 
penditures immediately.  They  do,  however,  carry  metal  flasks 
as  part  of  their  equipment.  In  this  case  a  heavy  depreciation 
rate  should  be  used,  thus  accompUshing  the  same  object  as  in 
the  method  previously  referred  to. 
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Cost  System 

Without  a  cost  system  which  is  appropriate  to  the  type  of 
work  performed  it  is  impossible  to  state  whether  a  foundry  is 
being  run  profitably  or  otherwise.  For  this  reason  the  auditor 
should  make  a  special  survey  of  the  cost  system  in  order  to  ascer- 
tain whether  it  is  adapted  to  the  purpose  in  view  and  whether 
the  results  obtained  are  reliable.  Unless  the  castings  produced 
are  of  similar  weights  and  show  similar  complexity  of  design, 
costs  should  not  be  based  on  the  total  tonnage  of  good  castings 
produced,  but  a  classification  should  usually  be  made  according 
to  weight  of  casting  or  complexity  of  design.  In  some  foundries, 
however,  the  auditor  will  find  that  a  special  order  cost  system 
will  be  the  one  best  adapted  to  the  needs  of  the  business. 

If  both  green  sand  and  dry  sand  mouldings  are  employed, 
that  is,  if  some  castings  are  moulded  in  green  sand  and  other 
moulds  dried  and  baked  before  the  metal  is  poured,  the  auditor 
should  watch  the  cost  situation  as  to  the  pricing  of  these  classes 
of  castings  in  the  inventory  and  in  the  cost  of  the  finished  pro- 
duct. The  cost  of  dry  sand  moulding  should  be  higher  than 
green  sand  moulding.  Any  castings  taking  core  work  should 
be  noted  in  order  to  see  whether  or  not  the  cost  includes  this  work. 

The  auditor  will  find  in  many  foundries,  particularly  those 
of  the  non-ferrous  type,  that  there  is  much  sp>eculation  in  the 
metal  market.  Contracts  are  made  based  upon  current  market 
prices  of  metal,  whereas  the  castings  to  fill  these  contracts  are 
actually  produced  from  metal  purchased  at  a  lower  or  higher 
market  price.  If  the  actual  purchase  price  of  the  metal  is 
charged  into  the  cost  of  manufacture,  a  fictitious  profit  or  loss 
is  shown  with  a  corresponding  loss  or  profit  on  orders  to  be 
filled  in  another  period.  In  a  rising  market,  large  profits  may 
be  shown  in  the  current  statement  due  to  the  use  of  low-priced 
metal  in  castings  sold  at  high  prices,  whereas  the  succeeding 
p>eriod  will  show  a  loss  due  to  the  use  of  high-priced  metal  on 
contracts  based  upon  the  lower  metal  prices  prevailing  at  an 
earlier  date. 
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To  obviate  this  difficulty,  the  basic  material  used  in  any  one 
month  should  be  charged  to  cost  of  manufacture  at  the  average 
current  market  price  for  that  month.  The  difference  between 
this  charge  and  the  actual  cost  of  the  metal  should  be  adjusted 
in  the  profit  and  loss  statement  through  a  "metal  adjustment" 
account. 

Where  a  foundry  is  operated  as  a  separate  business  and  has 
an  adequate  cost  system  the  auditor  should  have  no  difficulty  in 
passing  upon  the  correctness  of  the  operating  profit.  Where  the 
foundry  is  but  one  department  of  an  integrated  business,  the 
auditor  must  see  that  the  foundry  costs  are  determined  just  as 
if  the  foundry  were  a  separate  business.  In  the  latter  case 
accurate  records  of  the  finished  product  are  necessary  and  the 
department  of  the  business  receiving  the  castings  must  be 
correctly  charged  with  their  cost.  Unless  this  is  done  the  foun- 
dry may  actually  be  operating  at  a  loss,  which  loss  reduces  the 
profits  of  the  other  departments  of  the  business.  Where  a 
loss  is  shown,  the  auditor  should  take  up  with  the  client  the 
advisabiUty  of  having  the  castings  made  in  an  outside  foundry. 

TEXTILES 

This  is  a  general  term  applied  to  a  wide  field  of  manufacture 
and  many  varieties  of  product.  Textile  mills  may  be  broadly 
classified,  as  to  operations,  into  spinning  mills,  weaving  mills  and 
knitting  mills  with  the  allied  industries  of  custom  dyeing  and 
finishing.  Some  concerns  combine  in  one  plant  all  of  the  opera- 
tions necessary  to  produce  a  finished  fabric.  Many  others, 
however,  confine  themselves  to  one  of  the  general  classes 
mentioned  above. 

Within  this  general  classification  the  principal  fibres  that  a 
mill  may  work  upon  are  cotton,  wool,  silk  and  flax.  A  com- 
paratively few  large  companies  have  facilities  for  handling  two 
or  more  different  kinds  of  fiber  or  stock,  but  for  the  most  part 
mills  work  only  upon  one. 
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There  are  many  technical  expressions  in  use  in  this  industry 
with  which  the  auditor  should  familiarize  himself.  For  example, 
when  a  new  cotton  mill  is  constructed,  or  the  purchase  of  a  mill 
is  considered,  the  value  as  a  whole  is  generally  spoken  of  as  so 
much  per  spindle. 

Inventories 

The  auditor  must,  of  course,  consider  each  engagement  upon 
the  basis  of  the  special  facts  in  the  case;  but  the  outstanding 
feature  which  should  receive  special  attention  is  the  inventory. 
Raw  materials  in  original  packages  present  no  difficulties  not 
common  to  the  majority  of  other  manufacturing  businesses. 
Raw  or  "greasy"  wool  which  has  been  removed  from  its  original 
bales,  together  with  scoured  or  washed  wool,  will  be  found  stored 
in  bins,  and  quantities  for  inventory  purposes  are  usually  taken 
from  book  records  and  memoranda  which  frequently  are  crudely 
and  carelessly  kept.  In  a  physical  check  the  auditor  may  verify 
the  quantities  shown  on  the  inventory  sheets  with  reasonable 
accuracy  by  an  examination  of  the  contents  of  the  bins. 

Large  quantities  of  cotton  are  not  ordinarily  kept  in  the  bins. 
Usually  a  separate  room  or  a  warehouse  is  set  aside  for  cotton 
in  bales.  It  is  not  difficult  to  verify  this  stock  because  each 
bale  bears  a  specific  mark. 

The  room  in  which  the  cotton  is  opened  does  not  as  a  rule 
contain  much  baled  cotton,  inasmuch  as  the  stock  is  fed  to  the 
machines  almost  as  fast  as  it  is  opened. 

Sometimes  a  physical  inventory  of  work  in  process  prior  to 
weaving  is  taken  by  actually  weighing  the  stock,  but  more 
frequently  the  method  used  is  to  set  up  standard  weights  or 
"contents"  of  the  stock  on  full  spools,  bobbins  and  other  carriers, 
containers  or  packages.  The  number  of  each  kind  of  package  or 
carrier  on  hand  is  then  ascertained  and  multiplied  by  the  proper 
standard,  allowance  being  made  for  the  carriers  which  are  not 
full.  While  it  may  be  said  that  this  method  results  only  in  an 
estimate,  it  is  frequently  employed  and  in  the  case  of  woolens 
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or  worsteds  which  rapidly  take  on  or  give  up  moisture  in  accord- 
ance with  atmospheric  conditions,  it  is  probably  as  accurate  as 
actual  weighing,  and  may  be  even  more  so.  At  all  events,  this 
method  furnishes  the  auditor  with  a  means  of  verifying  by 
inspection  the  substantial  accuracy  of  the  inventory  quantities. 
An  approximate  proof  of  the  quantities  in  a  cotton  mill 
inventory  can  be  obtained  by  using  the  following  formula: 

1.  Pounds  of  raw  cotton,  cotton  in  process  and  finished  cloth  on 

hand  at  the  beginning  of  the  period 
Add 

2.  Pounds  of  cotton  purchased  during  period. 

Deduct 

3.  Pounds  of  cotton  sold  in  cloth  during  period. 

4.  Pounds  of  cotton  waste  sold  during  period. 

5.  Pounds  of  cotton  invisible  waste  during  period. 

The  invisible  waste  may  be  determined  by  the  use  of  the 
estimated  percentage  of  waste  as  shown  by  the  mill's  experience. 

Sometimes  a  mill,  in  addition  to  operating  upon  its  own  stock, 
performs  one  or  more  operations  up)on  stock  sent  to  it  for  that 
purpose  by  other  concerns.  Such  stock  should  be  included  in 
the  inventory  only  at  the  value  of  the  labor  and  overhead 
expended  upon  it. 

Warp  yarn  on  beams  ready  for  weaving  and  warps  in  the 
looms  are  generally  represented  by  tickets  which  show  the 
number  of  cuts  or  pieces  which,  multiplied  by  the  standard 
weight  per  cut,  give  the  required  weight  of  the  yam. 

The  ideal  inventory  condition  as  regards  the  loom  is  that 
condition  which  exists  when  all  cloth  has  been  cut  off  and  for- 
warded to  the  cloth  room.  This,  however,  is  very  seldom  prac- 
ticable because  the  cloth  should  be  severed  only  at  the  cut  mark 
in  order  to  have  uniform  lengths  for  the  market.  Weaving  is 
generally  paid  for  on  a  piece  work  basis  and  the  wage  is  calculated 
only  on  the  completed  cloth  taken  off  the  loom.  The  weaver  is 
not  paid  for  cloth  remaining  in  the  looms  at  inventory  time,  until 
a  later  date,  which,  of  course,  is  in  the  succeeding  period.     Cloth 
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on  the  looms  is,  therefore,  regarded  as  yam,  the  weight  of  which 
is  found  by  multiplying  the  estimated  portion  of  a  cut  by  the 
standard  weight  p>er  cut  both  for  warp  and  for  filling. 

Inventory  Valuation 

The  practice  of  pledging  finished  cloth  against  advances  made 
by  selling  agents  of  75  or  80  per  cent  of  selling  value  is  com- 
mon, and  more  than  one  case  has  been  encountered  where  such 
advances  were  made  as  soon  as  the  goods  were  off  the  looms 
before  dyeing  or  finishing. 

Raw  or  "greasy"  wool  is  frequently  purchased  as  it  comes 
from  the  sheep's  back  and  these  "fleeces"  are  afterwards  sorted 
into  various  grades,  some  of  which  cannot  be  used  and  are  sold. 
Of  the  grades  that  are  used  some  are  more  valuable  than  others, 
although  their  purchase  price  p>er  pound  might  be  similar.  A 
general  practice  is  to  assign  the  market  value  at  time  of  sorting 
to  each  grade  except  that  of  which  the  greatest  niunber  of  pounds 
is  sorted  from  a  given  lot.  To  this  grade,  commonly  called  the 
bulk  grade,  or  sort,  is  assigned  the  remainder  of  the  total  pur- 
chase value  of  the  lot.  The  values  so  assigned  are  then  consid- 
ered as  cost  and  inventories  of  sorted  wool  and  of  wool  in  process 
are  priced  accordingly. 

The  use  of  this  method  in  a  rapidly  rising  market  may  result 
in  inequitable  pricing  as  between  various  grades  of  the  entire 
work  in  process  and  finished  goods  inventory.  A  better  method 
is  to  distribute  the  purchase  value  over  the  various  grades 
sorted  from  a  given  lot,  in  proportion  to  the  market  values  of 
these  grades  when  the  lot  was  purchased. 

The  cost  system  in  use  in  the  average  cotton  mill  as  a  rule 
does  not  tie  in  with  the  general  books.  Iji  connection  with  the 
verification  of  the  inventories  of  goods  in  progress  the  auditor 
should  investigate  the  cost  records  and  the  method  of  preparing 
the  cost  figures.  The  material  cost  is  usually  based  on  the 
average  purchase  price  of  cotton  opened  during  the  preceding 
month  or,   in   some  instances,   the  preceding   quarter.    The 
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allowance  made  for  salvage,  which  is  deducted  from  the  cost  of 
the  cotton,  in  many  cases  covers  only  the  salvage  to  the  end  of 
the  first  operation,  that  is,  the  "carding  department."  This 
means  that  the  inventory  may  be  overvalued  to  the  extent  of 
the  salvage  resulting  from  succeeding  operations.  The  item  of 
direct  labor  presents  no  particular  difficulties.  The  overhead, 
however,  in  many  instances  is  not  properly  apportioned;  in  some 
instances  it  is  entirely  omitted. 

The  valuation  of  the  work-in-process  inventory  presents 
many  problems.  Some  mills,  of  course,  have  well-ordered  cost 
systems,  but  many  depend  wholly  Uf)on  estimates  with  little 
or  no  effort  at  co-ordination  with  the  general  accounts.  In  the 
latter  case  the  auditor  should  caU  for  the  estimating  sheets  to 
ascertain  whether  they  show  evidence  of  having  been  prepared 
carefully  and  under  some  uniform  method.  The  manner  of  giv- 
ing effect  to  the  shrinkages  in  weight  from  raw  stock  into  finished 
goods,  to  which  all  fabrics  are  subject,  should  be  given  special 
attention.  This  is  an  important  factor  in  the  cost  of  all  textiles, 
but  especially  so  in  woolens  and  worsteds,  where  the  shrinkage 
in  passing  from  wool  purchased  in  the  grease  to  the  finished 
cloth  may  be  as  high  as  60  per  cent.  Estimates  are  frequently 
worked  up  per  pound  of  stock  used  and  converted  into  cost  per 
yard  before  finishing,  after  which  finishing  costs  per  yard  are 
added.  The  auditor  should  investigate  the  method  of  handling 
the  increase  or  decrease  between  the  unfinished  and  finished 
yardage.  This  is  especially  important  with  woolen  and  worsted 
fabrics  in  which  a  material  difference  between  unfinished  and 
finished  yardage  may  be  looked  for. 

The  matter  of  obsolete  stock  should  have  careful  attention, 
especially  with  that  class  of  mills  making  novelties  or  goods  of 
special  design,  the  demand  for  any  particular  pattern  of  which 
may  be  hmited  to  one  or  two  seasons.  The  investigation  should 
extend  not  only  to  the  cloth  itself,  but  back  into  the  mill  where 
quantities  of  special  yarns  may  be  found  which  were  made  for 
patterns  now  obsolete  and  which  cannot  be  readily  used  for 
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other  styles.  If  such  yams  axe  made  of  wool  and  have  been  on 
hand  for  a  considerable  time  they  are  likely  to  have  become 
moth-eaten  and  are  then  salable  only  as  waste. 

The  accumulation  of  yams  which  cannot  be  used  in  the  current 
lines  offered  to  the  trade  is  evidence  of  poor  management. 
Such  leftovers  should  either  be  sold  for  the  best  price  obtainable, 
or,  if  there  is  a  sufficient  quantity,  worked  up  into  some  kind  of 
cloth  to  be  sold. 

Successful  textile  manufacturers  are  as  a  rule  exceedingly 
conservative  and  the  secret  reserve  accumulated  in  years  of 
prosperity  is  a  favorite  device  employed  to  protect  the  dividends 
of  subsequent  "lean"  years.  Among  this  class  of  manufacturers 
the  inventories  will  be  found  undervalued  rather  than  overvalued. 

Automobile  Tire  Fabric 

A  division  of  the  cotton  industry  which  has  developed  very 
extensively  within  the  last  few  years,  i.e.,  the  manufacture  of 
fabric  for  automobile  tires,  presents  certain  problems. 

In  this  Kne  it  is  customary  to  manufacture  on  order,  that  is 
to  say,  contracts  are  made  for  a  certain  quantity  of  fabric  and 
the  selling  price  is  based  upon  the  market  value  of  the  cotton  on 
the  day  the  order  is  given. 

The  manufacturer  gives  what  is  known  as  a  "sale  note"  to 
a  broker,  who  purchases  the  cotton  from  the  planter.  The 
shipment  is  sent  direct  to  the  manufacturer's  warehouse  and 
upon  receipt  of  the  material,  a  warehouse  receipt,  the  insurance 
IX)licy  covering  the  value  of  the  cotton,  the  bills  of  lading  and 
other  papers  are  sent  to  the  broker.  The  broker  pledges  the 
warehouse  receipt,  etc.,  with  a  bank  or  banker  as  collateral  for 
a  loan.  The  wording  of  the  "sale  note"  should  be  examined 
closely.  Usually  an  examination  of  this  document  discloses  the 
fact  that  title  to  the  cotton  rests  in  the  broker  and  passes  to 
the  manufacturer  only  upon  payment. 

The  auditor  should  compare  the  contracts  received  from  the 
tire  companies  with  the  copies  of  "sale  notes"  given  to  brokers  for 
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the  purchase  of  cotton  to  determine  whether  the  client  is  "long" 
or  "short"  of  the  material  necessary  to  fill  contracts  for  finished 
material. 

Whenever  possible  a  test  verification  of  the  cotton  in  the 
client's  warehouse  should  be  made,  as  there  are  cases  on  record 
where  the  manufacturer  used  the  cotton  for  manufacturing 
fabric  without  notifying  the  broker  and  payment  was  deferred 
until  long  after  the  cotton  was  converted  into  finished  product. 

CEMENT  COMPANIES 

The  accounts  of  cement  companies  have  but  few  features 
not  common  to  manufacturing  companies  generally. 

Cement  Mantifacture 

The  manufacture  of  cement  is  a  comparatively  simple  pro- 
cess, usually  divided  into  four  principal  operations:  quarrying, 
raw  grinding,  clinker  burning  and  clinker  grinding. 

Limestone  in  one  form  or  another  is  the  basic  raw  material 
used  in  making  cement.  However,  suitable  Umestone  is  not 
always  available,  and  in  some  localities  chalk,  marl,  shale  or 
slag  is  used.  The  ingredients  used  are  ground  into  an  intimate 
mixture  and  "burned"  at  a  high  temperature  in  rotary  kilns. 
Finely  ground  coal  injected  by  a  blast  of  air  is  used  in  this 
burning  process  and  produces  a  hard  rock-like  substance  called 
"clinker."  Cement  is  this  clinker  ground  very  fine  and  "floury." 
Nothing  is  added  during  or  after  grinding  the  clinker  save  a 
small  amount  of  calcium  sulphate,  usually  in  the  form  of  gypsum. 
The  cement  is  then  packed,  usually  in  cloth  sacks,  and  loaded 
for  shipment. 

Inventories 

The  auditor  should  carefully  verify  the  inventories  at  the 
several  steps  of  manufacture.  The  fact  that  many  companies 
handle  their  materials,  mixtures  and  unsacked  cement  in  bins 
of  predetermined  measurements  will  aid  the  auditor  in  verifying 
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the  inventory  quantities.  The  quality  of  cement  is  ascertained 
by  its  analysis  and  by  determining  its  specific  gravity,  fineness, 
mechanical  strength  and  soimdness.  The  auditor  should  enlist 
the  aid  of  the  company's  chemist  in  determining  that  the  mix- 
tures in  process  are  proper,  and  that  the  quality  of  the  clinker 
and  cement  on  hand  is  satisfactory.  In  cases  of  apparent  fault 
the  auditor  should  request  independent  analyses.  The  inventory 
value  of  materials  in  process  and  of  finished  cement  should  not 
exceed  their  cost,  after  due  allowance  has  been  made  for  market- 
ability. Occasionally  the  question  of  marketability  becomes 
a  serious  consideration,  because  of  the  failure  of  a  quantity  of 
cement  to  measure  up  to  the  requirements  specified  for  its  use. 
Architects  do  not  hesitate  to  reject  shipments  that  do  not  meet 
the  requirements  of  their  specifications.  In  these  cases  it  is 
jwssible  that  other  markets  are  available  for  the  cement;  but 
it  is  inadvisable,  from  an  accounting  point  of  view,  to  inven- 
tory at  cost  a  defective  product,  or  a  product  that  requires 
further  handling  or  further  processing  before  it  will  become 
salable. 

The  fact  that  shipments  may  have  been  rejected  because  of 
failure  of  the  cement  to  meet  the  specifications  makes  it  impor- 
tant that  the  auditor  inquire  particularly  into  accounts  or  notes 
receivable  that  have  been  owing  for  some  time.  Substantial 
adjustments  of  these  accounts  may  be  necessary. 

The  auditor  should  call  for  the  latest  reports  on  the  condition 
of  the  company's  properties  in  regard  to  its  future  supplies 
of  raw  materials.  The  availability  or  the  quantity  of  the  supply 
of  essential  raw  materials  may  be  such  as  to  suggest  the  advisa- 
bility of  making  provision  for  amortization  of  the  plant. 

Deferred  Charges,  etc. 

Inquiry  should  be  made  as  to  deferred  exp)enses  of  "stripping" 
preparatory  to  quarrying  operations,  or  other  deferred  charges. 
It  is  usual  for  cement  plants  to  close  down  during  several  months 
of  each  year,  because  of  climatic  conditions,  and  in  order  to  efifect 
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substantial  repairs  to  the  kilns.  Obviously,  the  auditor  should 
clearly  understand  the  character  of  the  items  comprising  the 
expense  of  this  "shut-down"  period,  if  any  or  all  of  it  is  to  be 
deferred  to  a  subsequent  accounting  period. 

The  transportation  and  housing  of  employees,  and  farms, 
restaurants,  and  so  on,  operated  in  connection  with  plants  in 
this  industry,  present  only  the  usual  problems,  and  require  no 
special  comment. 

The  auditor  should  examine  closely  all  deeds,  also  royalty, 
purchase  and  sales  contracts. 

Accounting  for  Returned  Sacks 

One  of  the  problems  in  connection  with  the  examination  of  a 
cement  company  is  the  accounting  for  returned  sacks.  As  a 
rule  the  sales  price  of  a  barrel  of  cement  includes  the  price  of 
four  cloth  sacks.  The  cement  manufacturer  agrees  to  repurchase 
any  sacks  returned  in  fair  condition  at  the  price  which  the 
customer  was  charged  for  them.  The  freight  on  the  returned 
sacks  must  be  paid  by  the  customer  and  the  customer  agrees 
to  accept  the  manufacturer's  count  and  inspection  as  final. 
The  price  at  which  the  sacks  are  charged  to  the  customers  is 
sUghtly  higher  than  the  cost  of  the  new  sacks  purchased  by  the 
manufacturer. 

When  the  sacks  are  returned  to  the  manufacturer  they  must 
be  counted,  inspected,  mended,  cleaned  and  in  some  cases 
stored.  Some  of  the  sacks  returned  are  damaged  to  such  an 
extent  that  their  reconditioning  would  be  too  costly;  no  allow- 
ance is  made  for  such  items.  Other  items  returned  are  the 
sacks  of  competing  manufacturers  for  which  the  full  price  is 
not  allowed. 

In  the  audit  of  a  cement  manufacturing  company  the  auditor 
must  decide  whether  a  reserve  should  be  created  for  the  ha- 
bility  which  may  be  incurred  through  the  return  of  a  large 
number  of  sacks.  If  so,  how  should  the  reserve  be  computed? 
If  due  diUgence  is  exercised  in  the  inspection  of  the  sacks  returned, 
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those  for  which  full  credit  has  been  allowed  should  be  in  such 
condition  that  they  will  in  due  course  be  charged  out  at  the  full 
price.  It  is  evident,  therefore,  that  at  all  times  the  sacks  on 
hand  or  to  be  returned  should  have  a  value  equal  to  the  price  to 
be  charged  to  the  customer  for  them,  less  the  cost  of  handling, 
reconditioning,  etc.  It  appears,  then,  that  the  returned  sacks 
on  hand  should  be  carried  at  the  full  billing  price  less  a  re- 
serve for  the  estimated  cost  of  their  handling,  reconditioning, 
etc.,  with  an  added  amount  for  the  possible  reduction  in  value  on 
account  of  overstock  or  fall  in  the  price  of  the  materials  used  to 
make  the  sacks.  In  addition  a  reserve  should  be  provided,  on 
the  same  basis  as  that  for  the  stock  on  hand,  for  the  number  of 
sacks  then  out  which  it  is  estimated  may  be  returned  subse- 
quently. This  estimate  can  be  prepared  from  the  past  experi- 
ence of  the  manufacturer. 

The  auditor  should  examine  the  accounts  receivable  carefully 
to  ascertain  whether  outstanding  amounts  include  disputed 
items  due  to  differences  in  the  count  or  to  the  condition  of  the 
sacks  returned.  It  may  be  found  that  in  many  cases  the 
differences  will  be  allowed  rather  than  have  disputes  with  good 
customers. 

Where  the  quantities  are  large  a  reserve  should  be  provided 
for  the  Uability  on  sacks  returned  for  which  credits  have  not  been 
made  because  the  names  of  the  shippers  were  not  known,  and  for 
the  sacks  returned  by  persons  who  were  not  customers  of  the 
manufacturer. 

It  has  been  estimated  that  the  average  cement  sack  is  good 
for  about  eight  trips  and  that  its  estimated  life  is  approximately 
two  years. 

The  auditor  should  make  the  necessary  tests  to  determine 
that  all  allowances  made  have  been  offset  by  the  receipt  of 
the  manufacturer's  own  sacks  in  fair  condition. 

In  some  cases  the  returned  sacks  are  handled  by  a  subsidiary 
company  rather  than  by  the  company  manufacturing  the 
cement. 
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Depreciation 

The  following  depreciation  rates  applicable  to  the  plants  of 
cement  manufacturers  are  taken  from  the  Accountants^  Index, 
published  by  the  American  Institute  of  Accountants: 

Per  Cent  of 
Reproduction 
Value 

Factory  building 5 

Factory  machinery 12 

Power  plant  equipment 10 

Electric  light  system ; 7 

Railway  tracks 7 

Quarry  rails  and  equipment 15 

Tools  and  fixtures 10 

General  construction,  fences,  retaining  walls,  etc 7 

Water  works  and  pipe  lines 10 

Oil  storage  tanks 7 

Dwellings 5 

Uniform  Accounting 

A  considerable  number  of  the  cement  companies  in  the 
United  States  have  adopted  and  installed  a  uniform  set  of 
accounts  and  procedures  prepared  by  a  committee  of  the  Port- 
land Cement  Association.  The  auditor  should  familiarize  him- 
self with  this  uniform  accounting  system. 


CHAPTER  VII 

MANUFACTURING 
(Part  II) 

This  chapter  covers  outstanding  features  of  the  audit  of 
printers,  publishers  and  the  manufacturers  of  fertilizers,  chemi- 
cals and  beverages. 

PRINTERS 

Many  printing  establishments  have  good  accounting  systems, 
although  the  average  printing  plant  does  not  attempt  to  control 
its  raw  materials,  supplies,  etc.,  through  stock  and  other  records; 
as  a  consequence  materials  and  some  of  the  equipment  can  usually 
be  found  scattered  in  all  parts  of  the  establishment.  Without 
definite  information  regarding  the  materials  and  supplies,  the 
operating  figures  prepared  under  such  conditions  are  less  reliable 
than  if  an  adequate  cost  system  is  in  operation.  Usually, 
where  dependable  operating  figures  are  not  available,  the  balance 
of  the  records  will  bear  close  scrutiny. 

Accounts  Receivable 

The  accounts  receivable  as  a  rule  are  similar  to  those  found 
in  any  mercantile  organization.  In  some  cases  there  are 
accounts  representing  charges  made  for  work  done  under  a 
cost-plus  contract  running  over  an  extended  period.  The 
billings  for  instalments  delivered  on  the  contract  are  usually 
at  a  fixed  price  with  the  understanding  that  an  adjustment  will 
be  made  periodically  as  the  costs  are  determined.  Where 
adjustments  have  not  been  made,  reserves  should  be  provided 
so  that  such  items  will  be  carried  on  the  basis  of  the  estimated 
final  costs. 

135 
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Inventories 

The  inventories  of  raw  materials,  consisting  principally  of 
paper  and  ink,  will  not  be  difficult  to  verify.  The  rolls  or  bun- 
dles of  paper  and  unopened  ink  packages  can  usually  be  inven- 
toried without  difficulty.  The  loose  sheets,  partly  consumed 
rolls  of  paper  and  ink  packages  are  generally  estimated  for 
inventory  purposes. 

Where  there  are  accurate  cost  records  it  will  not  be  difficult 
to  verif}'^  the  inventory  of  work  in  progress.  The  auditor 
should  examine  the  cost  records  critically  to  determine  whether 
any  overvaluation  or  undervaluation  is  possible.  An  over- 
valuation may  occur  as  the  result  of  carrying  at  original  cost  the 
balance  of  a  job  of  long  standing  for  which  the  present  prices  of 
both  labor  and  material  are  much  lower  than  those  in  vogue 
when  the  job  was  in  process.  There  may  be  an  error  in  the 
valuation  through  a  lump  charge  to  each  job  for  ink  and  other 
supplies.  It  may  be  found  that  the  lump  charge  is  incorrect 
and  that  while  the  difference  on  each  job  is  negligible  the 
aggregate  overvaluation  or  imdervaluation  is  a  substantial 
amount.  It  is  customary  in  many  establishments  to  include  sell- 
ing and  administrative  expenses  in  cost.  The  auditor  must  eli- 
minate such  items  from  cost  when  valuing  the  inventory. 

The  valuation  of  the  inventory  of  finished  goods  presents 
several  problems.  Large  quantities  of  finished  stock  may  repre- 
sent goods  completed  on  contract  to  be  delivered  as  needed  by 
the  customer.  In  such  cases  it  should  be  ascertained  whether 
this  merchandise  is  moving  as  anticipated ;  whether  the  customer 
can  really  be  held  if  the  merchandise  is  not  called  for;  and  also 
whether  the  customer  is  financially  responsible.  There  is  also 
the  possibility  that  there  may  be  a  dispute  as  to  the  interpreta- 
tion of  the  contract  or  the  physical  condition  of  the  stock 
held.  Another  item  in  finished  stock  which  requires  investiga- 
tion represents  quantities  completed  in  excess  of  authorized 
quantities.  Since  it  is  not  always  possible  to  print  exact  quanti- 
ties, it  is  generally  expected  to  deliver  the  overrun  on  the   next 
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order.  The  past  experience,  the  present  conditions  in  the  busi- 
ness of  the  customer  and  the  possibility  that  some  change  in  the 
printed  matter  for  the  new  order  may  be  required  should  be 
considered  in  valuing  such  excess  stocks. 

Some  printers  carry  stocks  of  standard  forms.  The  question 
of  obsolescence  should  be  considered  in  connection  with  this 
item. 

Machinery  and  Equipment 

A  large  part  of  the  equipment  of  a  printing  establishment 
consists  of  standing  forms  representing  the  set-up  of  certain  jobs. 
These  are  retained  in  the  expectation  that  they  will  be  used  again. 
Some  printers  do  not  capitalize  the  costs  of  these  forms.  If 
they  are  capitalized  it  should  be  at  cost,  and  depreciation  should 
be  charged  at  from  15  to  50  per  cent  per  annum,  according  to 
the  estimated  time  these  standing  forms  will  be  used. 

The  rates  of  depreciation  used  in  this  industry,  as  recom- 
mended by  the  United  Typothetae  of  America,  are: 

Hand  composition  type 25% 

Hand  composition  fixtures 10% 

Presses,  equipment,  etc io% 

In  applying  depreciation  rates,  it  should  be  considered  whether 
the  plant  is  operated  overtime  and  the  effect  which  such  overtime 
operation  may  have  on  the  life  of  the  machinery  and  equipment. 
The  system  recommended  by  the  United  Typothetae  of 
America  sanctions  the  inclusion  of  interest  on  investment  in 
costs.    The  following  quotation  refers  to  this  procedure: 

The  printing  industry  has  been  a  fertile  field  of  invention,  and  the  variety 
of  printing  machines  is  numerous.  It  is  possible  to  handle  similar  work  on 
a  number  of  machines  which  vary  considerably  in  cost,  speed,  production 
and  operating  expenses.     Furthermore,  throughout  the  industry,  there  are 


1  Uniform  Cost  Auountancy  Methods  in  the  Printing  Industry.      Bulletin  No. 
18,  Vol.  II,  National  Association  of  Cost  Accountants. 
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great  variations  in  equipment  and  operating  conditions  between  firms  oper- 
ating the  Standard  Cost  System.  Some  own  their  buildings  while  others 
rent  them;  some  op)erate  leased  machines  while  others  own  their  equipment 
outright,  and  in  different  plants  any  of  the  various  machines  indicated  may 
be  found  doing  similar  work. 

One  of  the  chief  objects  of  a  uniform  system  is  to  enable  different  manu- 
facturers to  ascertain  costs  on  a  similar  basis,  so  that  while  individual  costs 
may  differ,  the  same  fundamental  principles  will  govern  the  costing  methods 
throughout  the  industry.  To  give  proper  weight  to  the  variations  in  con- 
ditions mentioned  above,  the  principle  of  charging  interest  on  the  plant 
investment  as  part  of  the  costs  has  been  used  in  the  Standard  Cost  Finding 
System.  At  the  same  time  in  order  to  provide  for  the  accounting  objections 
to  its  inclusion  the  interest  is  returned  to  income  at' the  final  closing.  It  thus 
becomes  possible  for  different  concerns  to  compare  costs  on  a  uniform  basis 
and  to  draw  conclusions  as  to  the  relative  efficiency  of  the  different  plants, 
or  of  the  different  methods  of  handling  similar  operations.  Considering  the 
circumstances  it  would  appear  that  the  inclusion  of  interest  among  the 
costs  is  a  wise  and  valuable  feature  of  the  Standard  Cost  Finding  System. 

The  auditor  should  have  in  mind  that  interest  may  have 
been  included  in  the  figures  which  he  is  examining,  particularly 
in  the  inventory.  In  such  cases  it  will  be  necessary  to  eliminate 
the  interest  charge. 

The  sale  of  old  type,  metal,  etc.,  is  an  important  item  in 
the  accounts  and  it  should  receive  the  careful  attention  of  the 
auditor. 

Account  Classification 

To  give  an  indication  of  some  of  the  accounts  usually  found 
in  printing  establishments,  the  classification  of  factory  operations 
of  the  United  Typothetae  of  America  Standard  Accounting 
System  for  printers,  which  is  in  general  use,  is  given  below: 

Materials: 

Paper $ 

Ink 

Bindery  Materials 

Miscellaneous  Purchases 

Direct  Materials $ 
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Stock  Handling  Expense: 
Materials  and  Handling . 


Factory  Departments: 

Hand  Composition 

Machine  Composition .  .  . 

Job  Press 

Small  Cylinder 

Medium  Cylinder 

Cutting  Machine 

Machine  Folding 

Bindery  Small  Machines. 
Bindery  Hand  Work .  .  .  . 


Labor  and  Expenses $ . 


Total  Materials,  Labor  and  Overhead $ . 

Reserve  for  Overhead 


Total 

Inventory: 

Work  in  process  (first  of  period) 

Less:    Work  in  process  (last  of  period) . 


Cost  of  Completed  Work. 


PUBLISHERS  OF  BOOKS 

Publishers  who  do  not  do  their  own  printing  and  binding  are 
in  the  position  of  merchants  who  have  goods  manufactured  for 
them  according  to  their  special  pattern  and  design.  Those 
who,  in  addition,  have  their  own  printing  plants  are  both  manu- 
facturers and  merchants.  In  practically  all  cases,  even  if  there 
is  not  a  retail  store  connected  with  the  business,  there  is  a 
department  for  filling  retail  mail  orders. 

Royalty  Accounts 

There  are  several  considerations  more  or  less  special  to  pub- 
lishers' accounts,  and  reference  will  be  made  to  these.  Royalties 
paid  to  authors,  while  not  exclusively  found   in   publishers' 
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accounts,  are  in  point  of  proportion  a  more  important  item  here 
than  in  most  businesses.  Royalty  accounts  with  authors  should 
be  carefully  checked.  The  credits  thereto  should  be  thoroughly 
tested  to  see  that  they  are  for  quantities  actually  sold  and  that 
the  rate  per  copy  is  in  accordance  with  the  contract  between 
publisher  and  author.  Sometimes  the  contract  is  on  a  profit- 
sharing  basis,  and  in  such  cases  the  auditor  should  satisfy 
himself  that  all  costs  have  been  taken  into  account/ 

Advance  payments  on  account  of  royalty  should  not  be 
included  among  the  accounts  receivable  from  customers,  but 
should  be  set  up  separately  in  the  balance  sheet.  The  matter 
of  royalties  also  raises  an  important  question  regarding  the 
valuation  at  inventory  dates  of  unsold  books.  If  authors  are 
credited  with  royalties  only  as  their  works  are  actually  sold, 
care  should  be  taken  to  see  that  the  cost  of  production  at  which 
the  books  in  the  inventory  are  valued  does  not  include  the  item 
of  royalty.  Of  course,  if  authors  are  credited  with  royalties  as 
books  are  bound,  even  though  they  are  not  yet  sold  (there  are 
some  publishers  who  pursue  this  plan,  though  they  are  in  the 
minority),  it  is  quite  proper  to  value  the  books  at  a  figure  which 
includes  the  royalty. 

Unsold  Books  and  Supplies 

Another  very  important  question  in  connection  with  the 
valuation  of  sheet  stock  and  bound  books  is  that  of  salability. 
Cost  is  far  too  high  a  valuation  of  books  for  which  the  demand 
has  died  out,  or  for  which  there  may  never  have  been  a  demand. 

The  best  way  to  determine  the  strength  of  the  demand  for 
books  of  which  large  quantities  are  on  hand,  is  to  ascertain  the 
number  sold  during  the  last  fiscal  period.  The  ratio  of  the 
quantity  on  hand  to  the  quantity  sold  furnishes  data  for  deter- 
mining whether  or  not  the  stock  should  be  valued  at  full  cost 
or  only  at  a  fraction  thereof,  or,  if  quite  unsalable,  at  the  price  of 


*  Care  should  be  taken  to  see  that  income  tax  is  withheld  on  royalty  payments 
to  foreign  authors.     See  Montgomery,  Income  Tax  Procedure,  1922,  pages  1306-8. 
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waste  paper.  Even  in  applying  this  test,  however,  care  must 
be  taken  not  to  be  misled  by  large  sales  early  in  the  j>eriod  which 
may  have  dwindled  away  in  the  latter  part  of  the  period;  the 
facts  in  such  a  case  probably  being  that  the  demand  has  died  out. 

Still  another  consideration  in  connection  with  inventories 
— and  this  afifects  accounts  receivable  as  well — is  to  see  that  the 
latter  do  not  include  consigned  stock  in  agents'  hands.  Such 
stock  should  appear  in  the  inventory  at  cost  or  less  and  not 
among  the  accounts  receivable  at  selling  prices. 

Such  stock  on  hand  as  paper,  ink,  binding  materials  and 
other  supplies,  presents  no  unusual  problems.  The  number  of 
books  on  hand  as  stated  in  the  inventory  can  readily  be  verified 
by  actual  count.  It  is  very  desirable  to  make  some  such  tests, 
especially  of  the  larger  quantities. 

The  overvaluing  of  artists'  drawings  (for  illustrations),  if, 
indeed,  any  value  whatever  is  to  be  allowed  for  them,  must 
be  guarded  against.  Such  values  are  sometimes  based  on  senti- 
ment rather  than  on  what  would  be  realized  if  the  articles  were 
sold. 

Book  Plates 

Whether  or  not  the  values  placed  on  the  book  plates  are 
reasonable,  demands  careful  inquiry  on  the  part  of  the  auditor. 
"Circumstances  alter  cases,"  and  this  adage  is  true  of  book 
plates  as  well  as  of  other  things.  Obviously,  it  would  be  quite 
proper  to  carry  the  plates  of  a  recent  edition  of  the  Encyclopedia 
Britannica  or  of  some  standard  scientific  work  at  a  considerable 
part  of  their  cost  long  after  the  entire  cost  of  the  plates  for  a 
more  ephemeral  piece  of  Uterature,  like  a  novel,  should  have 
been  written  ofif  in  toto.  The  plates  for  a  novel  should  be 
written  off  entirely  as  a  part  of  the  cost  of  the  first  edition — there 
may  never  be  another;  the  great  majority  of  novels  do  not  run 
through  more  than  one.  As  already  indicated,  the  plates  of  a 
work  which  will  be  standard  for  a  number  of  years  may  be  written 
off  more  gradually,  particularly  since  the  greater  initial  cost 
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frequently  includes  large  expenditures  for  contributions  and 
editorial  work-  which  take  the  place  of  royalties  payable  over  a 
period. 

The  fact  that  the  effective  demand  for  such  a  work  is  realized 
over  a  long  period  of  time  is  another  justification  for  charging 
off  the  cost  of  such  plates  more  gradually. 

At  the  same  time,  the  world  moves  so  rapidly  and  new  dis- 
coveries are  so  frequent  that  works  which  are  standard  today 
are  out-of-date  tomorrow,  and  an  issue  of  an  encyclopedia  or 
other  reference  work  is  not  authoritative  for  as  long  a  period 
as  was  formerly  the  case. 

Some  large  failures  in  the  publishing  business  are  traceable 
to  the  omission  to  charge  against  the  cost  of  books  a  proper 
proportion  of  the  cost  of  plates.  In  view  of  the  large  profits 
which  were  apparently  being  earned,  liberal  amounts  of  cash 
were  withdrawn  from  the  business.  The  actual  facts  were  that 
the  hquid  assets  or  working  capital  of  the  business  were  being 
replaced  by  a  growing  fictitious  investment  in  plates  and  copy- 
rights.    The  only  safe  plan  is  to  charge  off  Hberally. 

The  depreciation  of  plates  though  actual  wear  and  tear  is  not 
usually  of  much  importance,  except  when  they  are  in  steady  use 
on  standard  publications.  The  question  of  obsolescence  is  the 
more  important  point  to  be  considered.  Some  publishers  make 
it  a  rule  to  carry  plates  on  their  books  at  a  merely  nominal 
figure.    Many  do  not  carry  them  as  assets. 

As  a  parting  word  on  the  subject  it  may  be  said  that  the  value 
of  plates  and  copyrights  should  never  be  increased  above  cost. 
Even  though  there  is  every  indication  that  the  demand  for  cer- 
tain publications  will  continue,  or  even  increase,  and  result  in 
large  profits  in  the  future,  that  is  no  reason  for  anticipating  such 
profits  and  capitalizing  them  by  raising  the  book  value  of  the 
plates,  and  correspondingly  crediting  current  income  or  even 
surplus  account. 

Separate  accounts  are  kept  by  some  publishers  for  the  sale 
and  the  cost  of  sales  of  each  book  published.    When  it  is  known 
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that  a  second  or  third  edition  will  undoubtedly  be  published, 
there  may  be  no  great  objection  to  carrying  a  small  part  of  the 
cost  of  the  first  edition  as  a  deferred  item  to  be  applied  against 
subsequent  editions. 

Accounts  Receivable 

Accounts  receivable  require  especially  close  scrutiny  in  a 
publishing  business.  One  pitfall  has  already  been  referred  to, 
viz.,  that  accounts  frequently  are  found  among  the  receivables 
which  are  in  reality  consignment  accounts.  If  books  are  sold 
on  the  instalment  plan,  the  balances  on  such  accounts  also 
require  careful  examination.  The  right  to  reclaim  such  books, 
if  they  are  not  paid  for  in  full,  does  not  put  the  accounts  in  the 
secured  class,  because  it  usually  costs  about  as  much  to  recover 
books  sold  on  the  instalment  plan  as  they  are  worth. 

Publishers  who  sell  directly  to  the  public  will  have  a  large 
number  of  small  accounts  receivable.  The  auditor  should  satisfy 
himself  that  the  accounting  procedure  provided  for  su'ch  trans- 
actions furnishes  an  adequate  internal  check  upon  both  the  cor- 
rectness of  the  charges  and  upon  the  handling  of  the  collec- 
tions. 

Instalment  Accounts. — The  auditor  should  determine  for 
income  tax  purposes  whether  the  sales  made  on  an  instalment 
basis  come  within  the  rulings  of  the  Treasury  Department  which 
permit  the  inclusion  in  the  year's  income  of  a  proportion  of  the 
total  profit  based  on  the  cash  collections.'* 

An  especially  Uberal  reserve  for  losses  on  instalment  accounts 
should  be  made,  since  there  is  a  large  margin  of  profit  in  instal- 
ment sales  to  ofifset  the  losses,  which  may  confidently  be  expected. 
The  condition  of  the  other  customers'  accounts  as  to  promptness 
of  payment  is  naturally  an  important  element  in  the  determina- 
tion of  how  large  the  reserve  for  possible  losses  thereon 
should  be. 


•  Montgomery,  Income  Tax  Procedure,  1922,  pages  487-504. 
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Postage,  etc. 

Large  amounts  of  postage  are  used  in  a  publishing  business. 
A  record  of  the  purchases  of  stamps  and  of  the  quantities  issued 
for  use  on  requisitions  of  the  shipping,  advertising,  correspond- 
ence and  other  departments,  should  be  kept  as  a  means  of 
preventing  abuses  which  may  otherwise  occur. 

There  are  quite  a  few  sources  of  miscellaneous  receipts  in  the 
publishing  business,  particularly  in  the  printing  end,  such  as 
waste  paper,  cuttings,  ink  barrels,  boxes,  gilt  sweepings,  etc.  So 
far  as  possible  all  such  items  should  be  carefully  accounted 
for. 

PUBLISHERS  OF  MAGAZINES  AND  NEWSPAPERS 

These  accounts  present  some  problems  quite  different  from 
those  of  book  publishers'  accounts.  Finished  stock  is  usually 
a  minor  item,  consisting  of  back  numbers  and  bound  volumes 
of  magazines.  Past  issues  of  newspapers  are  never  given  any 
value  in  the  inventory  other  than  as  waste  paper. 

Plates  also  are  not  a  vital  factor.  Their  value  should  be 
limited  strictly  to  that  of  the  metal  as  such,  excepting  perhaps 
the  small  amount  of  plates  for  advertisements  under  long  con- 
tracts and  similar  standing  matter,  on  which  a  somewhat  higher 
value  may  be  placed. 

Advertising  and  "Circulation" 

Two  of  the  most  important  items  which  are  peculiar  to 
magazines  and  newspapers  are  the  revenues  derived  from  adver- 
tising and  from  "circulation"  respectively.  A  century  ago 
newspapers  may  have  been  published  on  the  basis  of  the  income 
from  subscriptions  furnishing  the  bulk  of  the  wherewithal  to 
pay  the  cost  of  publication,  but  that  day  has  past  long  since, 
and  the  same  thing  may  be  said  of  magazines.  Ordinarily,  the 
subscription  or  circulation  revenue  does  not  cover  the  cost  of 
production  and  distribution,  and  the  only  inducement  to  extend 
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the  circulation  is  because  of  the  higher  rates  for  advertising 
space  which  the  larger  circulation  commands. 

Since  the  rates  for  advertising  space  in  newspapers  and 
magazines  are  based  on  the  circulation,  when  material  increases 
in  the  circulation  occur  there  should  be  a  corresponding  increase 
in  the  income  earned  from  advertising. 

In  the  case  of  a  monthly  magazine,  all  of  the  advertisements 
in  several  numbers  out  of  the  year's  issues  should  be  compared 
with  the  charges  for  advertising  recorded  in  the  books.  Proper 
authority  should  be  shown  for  such  advertisements  as  have 
been  inserted  without  charge.  Some  of  the  contracts  should 
also  be  consulted  for  the  purpose  of  testing  the  correctness  of 
the  rates  charged.  If  the  accounts  of  a  newspaper  are  being 
audited,  the  charges  for  the  advertisement  in  one  or  two  days* 
issues  of  each  month  should  be  verified.  More  difficulty  is 
likely  to  be  encountered  in  verifying  the  revenue  from  classified 
advertising  than  in  verifying  the  income  from  display  advertising, 
particularly  if  the  system  of  recording  the  classified  advertise- 
ments is  of  the  happy-go-lucky  kind,  which  is  frequently  the 
case.  The  importance  of  examining  the  commission  accoimts 
of  advertising  agents  and  solicitors  should  not  be  overlooked. 

Subscription  Income 

Subscription  income  is  difficult  to  verify.  On  account  of 
the  immense  volume  of  detail  it  is  out  of  the  question  to  check  it 
with  any  approach  to  completeness.  The  best  that  can  be  done, 
in  addition  to  making  tests  of  the  clerical  work,  is  to  assure 
oneself  that  the  system  is  the  best  that  can  be  devised  to  safe- 
guard the  integrity  of  the  subscription,  or — as  it  is  usually 
termed  in  the  case  of  newspapers — cash  circulation,  and  to 
compare  the  total  circulation  revenue  with  the  approximate 
amount  which  it  would  seem  that  the  number  of  copies  printed, 
after  making  due  allowance  for  unsold  and  returned  copies, 
should  have  yielded. 

Data  for  making  the  latter  test  will  be  obtained  from  the 
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press-nm  record,  the  circulation  manager's  statement  of  the 
disp>osition  of  the  number  of  copies  printed  (sold,  exchanged, 
returned,  distributed  free,  etc.)  and  the  news  agencies'  rep)orts. 
That  part  of  a  magazine's  circulation  which  goes  directly  to 
subscribers  by  mail  may  be  approximately  verified  by  dividing 
the  weight  per  copy  (including  wrapper)  into  the  total  weight 
shown  by  the  post-office  receipts  for  second-class  postage  paid. 
This  must  be  done  separately  for  each  issue,  as  the  number  of 
pages  will  probably  vary  from  one  issue  to  another,  and  this 
will  in  turn  change  the  weight  per  copy.  Knowing  the  circula- 
tion of  a  magazine,  some  idea  can  be  formed  of  the  approximate 
amount  of  subscription  revenue  which  should  have  been  received. 
Precautions  should  also  be  taken  to  prevent  abuses  of  the 
free  list.  Names  should  be  entered  thereon  only  with  the 
approval  of  someone  in  authority. 

Circulation  Audits 

While  on  the  subject  of  verifying  circulation,  it  may  not  be 
amiss  to  refer  to  so-called  "circulation  audits"  which  are  at  times 
made  on  behalf  of  advertisers'  associations  or  directly  for  news- 
papers which  desire  to  substantiate  th^ir  claims  of  having  a 
certain  circulation. 

There  are  a  number  of  ways  of  manipulating  newspaper 
circulation  records  which  can  be  detected  only  by  an  audit  of 
the  general  accounts.  For  example,  the  cash  sales  (office 
sales  and  mail  subscriptions)  may  be  inflated,  making  them, 
say,  $ioo  larger  than  the  amount  actually  collected,  and  then 
charging  off  the  inflated  amount  monthly,  quarterly,  or  at  irreg- 
ular intervals,  to  some  expense  account,  no  details  accom- 
panying the  entry  therefor  in  the  general  cash  book.  Another 
method  which  has  been  used  is  to  overcharge  news  agents'  ac- 
counts, or  to  charge  to  fictitious  agents  papers  which  were  never 
actually  delivered.  Eventually  such  charges,  which  served  the 
purpose  of  inflating  the  circulation  earnings  when  they  were 
made,  are  written  off  as  bad  debts  or  to  some  expense  account 
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(really  an  offset  against  the  circulation  earnings  account  and 
frequently  so  treated  in  preparing  the  confidential  statements 
for  the  management).  In  the  circulation  accounts  receivable 
ledger  these  credits  may  be  entered  as  cash  instead  of  as  allow- 
ances or  as  bad  debts  written  off.  Another  way  is  to  permit 
unsold  copies  to  be  returned  to  agents  who  will  give  credit 
for  them  in  the  news. agents'  accounts.  Settlement  between 
publisher  and  agent  may  be  hidden  in  the  accounts  under  the 
guise  of  bonuses,  etc. 

From  the  foregoing  it  is  obvious  that  a  circulation  audit 
which  is  restricted  to  an  examination  of  the  circulation  records, 
and  during  which  the  auditor  does  not  have  access  to  the  general 
books,  is  worthless.  It  proves  nothing  except,  perhaps,  that  the 
circulation  records  may  have  been  very  cleverly  manipulated. 
A  verification  of  the  revenue  purporting  to  have  accrued  from 
circulation  can  be  conclusive  only  when  the  disposition  oi  the 
cash  represented  to  have  been  received  is  traced  and  the  out- 
standing accounts  receivable  are  satisfactorily  verified.  Other 
means,  or  rather  partial  means,  of  verifying  the  circulation  are 
the  press-run  book,  which  is  a  record  of  the  number  of  papers 
indicated  by  the  automatic  counters  on  the  presses  to  have  been 
printed,  and  the  quantity  of  paper  used,  the  latter  being  ascer- 
tained by  referring  to  the  purchase  invoices  and  applying  the 
quantity  of  paper  on  hand  at  the  beginning  and  end  of  the 
period.  The  auditor  must,  of  course,  take  steps  to  assure 
himself  that  the  press- run  book  which  is  submitted  to  him  has  not 
been  "faked"  for  his  especial  benefit.  From  either  of  these 
sources,  only  the  gross  circulation  printed  is  obtained.  It  will 
still  be  necessary  to  ascertain  the  number  of  copies  spoiled, 
unsold,  returned,  sent  to  exchanges,  etc.,  and  to  deduct  the 
total  thereof  from  the  number  printed,  before  the  net  paid  circula- 
tion can  be  determined. 

The  "subscription  earnings"  account  of  a  magazine  should 
include  only  that  part  of  the  subscriptions  received  which  has 
actually  been  earned  during  the  period.    That  portion  of  sub- 
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scriptions  received  previous  to  the  period  under  review,  but 
which  has  been  earned  during  the  period,  should,  of  course,  also 
be  included  therein.  That  part  of  the  unexpired  subscriptions  in 
force  at  the  close  of  the  period  which  is  attributable  to  the  suc- 
ceeding period  should  appear  in  an  "unearned  subscriptions" 
account  and  be  entered  among  the  liabilities  in  the  balance 
sheet  as  unearned  or  deferred  income.  There  are  several 
methods  for  determining  the  actual  subscription  earnings  of  the 
period  and  the  unexpired  amount  at  the  end  of  the  period. 
Under  either  plan  the  subscription  receipts  are  credited  to  an 
account  termed,  say,  "unearned  subscriptions,"  and  periodically, 
usually  monthly,  the  amount  earned  during  the  period  is  trans- 
ferred to  a  "subscription  earnings"  account.  One  way  of 
determining  the  amount  of  the  monthly  earnings  is  to  classify 
the  subscription  receipts  according  to  expiration  dates,  from 
which  the  actual  earnings  for  a  given  month  can  readily  be 
determined.  Another  way  is  to  ascertain  the  average  annual 
realization  per  subscription  and  then  multiply  the  number  of 
copies  mailed  by  one-twelfth  of  the  average  annual  rate.  While 
the  second  plan  can  safely  be  followed  if  the  data  used  in  making 
the  calculations  are  carefully  verified,  the  first-mentioned  plan 
is,  perhaps,  less  liable  to  give  rise  to  inaccuracies. 

With  many  newspapers  the  annual  or  semiannual  subscripn 
tions  form  such  a  small  part  of  the  total  circulation  that  a  reserve 
for  unexpired  subscriptions  is  almost  or  quite  unnecessary. 
Others  again  have  a  very  large  mailing  list  of  individual  sub- 
scribers, and  in  such  cases  a  reserve  for  unexpired  suscriptions 
should,  of  course,  be  created. 

A  reserve  for  returns  should  also  be  made  in  the  case  of 
both  magazines  and  newspapers.  A  very  few  magazine  pub- 
lishers do  not  permit  agents  to  return  unsold  copies,  but  the  great 
majority  do.  Almost  all  newspapers  accept  from  newsboys 
imsold  copies  of  the  previous  day's  issue  in  exchange  for  the 
current  day's  papers.  In  the  case  of  regular  news  agents,  credit 
is  allowed  in  the  monthly  settlement  for  copies  charged  to,  but  not 
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sold  by  the  agents.  The  reserve  should  be  based  on  past 
experience  as  to  the  ratio  of  returns  to  gross  circulation,  and  if 
set  up  only  at  the  end  of  the  fiscal  period,  should  be  determined 
by  applying  the  percentage  decided  upon  to  the  circulation  ac- 
counts receivable. 

Accounts  receivable  for  individual  subscriptions  are  of  very 
doubtful  value.  It  is  the  custom  of  most  of  the  large  publica- 
tions to  consider  items  of  this  nature  as  memorandum  accounts 
only,  and  not  to  enter  them  on  the  regular  accounts  until  actually 
collected. 

Production  Costs 

Not  all  magazine  publishers  print  the  magazines  themselves. 
The  printing  and  mailing  is  sometimes  done  by  contract,  the 
publisher  supplying  the  paper,  which  he  buys  direct  to  eliminate 
the  printer's  profits  thereon.  Frequently,  however,  a  newspaper 
publisher  has  his  own  printing  plant.  The  accounts  pertaining 
to  this  end  of  the  business  naturally  call  for  much  the  same 
general  treatment  as  those  of  other  printers. 

Publishers  who  have  their  own  printing  plants  frequently 
do  job  printing.  Even  if  there  is  not  a  regular  job  department, 
special  work  like  circulars  of  newspaper-sheet  size  may  occasion- 
ally be  run  off.  This,  as  well  as  other  sources  of  miscellaneous 
receipts,  which  are  often  quite  numerous,  should  not  be  over- 
looked. 

Magazine  and  book  publishing  are  very  frequently  combined 
in  one  business,  but  this  fact  of  itself  does  not  introduce  any 
complications  except  in  the  apportionment  of  general  charges. 
The  magazine  and  book  departments  are  ordinarily  quite  distinct. 

The  accounts  on  the  ledger  can  in  some  cases  be  arranged  to 
show  the  cost  of  producing  each  issue  of  a  magazine;  by  dividing 
this  cost  by  the  number  of  copies  printed,  the  cost  of  producing 
a  single  copy  is  ascertained.  In  such  cases  the  auditor  should 
satisfy  himself  that  all  items  of  cost  for  each  issue  were  charged 
to  the  cost  of  that  particular  issue.    Any  paper,  electrotypes, 
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etc.,  purchased,  or  expenses  incurred,  for  later  issues  should  be 
carried  as  inventory  or  deferred  charges  until  charged  against 
the  proper  issue  of  the  magazine.  In  the  case  of  a  monthly 
magazine  where  a  monthly  income  statement  is  required,  the 
general  administrative  expenses  for  the  month  might  be  applied 
against  the  gross  profit  earned  by  the  issue  published  during  the 
month. 

Depreciation 

The  attitude  of  the  auditor  regarding  depreciation  should  be 
governed  by  conditions  obtaining  within  the  publishing  house. 
The  consideration,  from  the  point  of  view  of  wear  and  tear,  of 
whether  the  presses  are  run  constantly  or  irregularly,  is  necessary 
just  as  in  other  enterprises;  necessarily  rates  of  depreciation 
depend  upon  how  renewals  and  replacements  are  treated  and 
upon  the  method  of  handling  upkeep  or  maintenance.  The 
auditor  should  consult  the  Accountants'  Index,  pages  564-565, 
for  depreciation  rates  to  be  applied. 

Valuation 

When  the  estate  of  Joseph  Pulitzer,  former  owner  of  the 
New  York  World  and  St.  Louis  Post-Dispatch,  was  being  valued 
for  the  inheritance  tax,  experts  gave  their  opinions  on  the  ques- 
tion of  value.  Melville  E.  Stone,  general  manager  of  the  Asso- 
ciated Press,  and  several  others,  testified  that  in  their  opinion  the 
properties  should  be  valued  on  the  basis  of  the  capitalization  of 
the  average  earnings  over  a  period  of  years  at  15  per  cent. 
Others  thought  that  lyJE^  per  cent  would  be  more  nearly  correct, 
while  the  New  York  Surrogate's  Court  thought  10  per  cent  was 
fair. 

Contingent  Liabilities 

A  liability  of  the  publishing  business,  contingent  or  actual, 
may  exist  in  the  form  of  actions  pending  for  libel,  misuse  or  in- 
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fringement  of  copyrights,  or  similar  misfeasances.  It  is  conceiv- 
able that  such  possible  liabilities  will  not  be  disclosed  other  than 
by  specific  inquiry,  so  that  the  duty  of  the  auditor  is  obvious. 

FERTILIZER  MANUFACTURERS 

The  audit  of  a  fertilizer  manufacturing  concern  does  not 
involve  principles  different  from  those  followed  in  the  audit  of 
other  manufacturing  concerns,  but  the  application  of  these 
principles  to  the  peculiarities  of  the  industry  presents  some  prob- 
lems. The  auditor  should  ascertain  the  outstanding  and  the 
peculiar  features  of  the  industry  and  tjien  arrange  his  program 
accordingly. 

The  points  to  which  special  consideration  should  be  given  are 
accounts  and  notes  receivable,  quantities  and  valuations  of 
inventories  (the  latter  of  these  subjects  requires  knowledge  of  the 
cost  system  in  use),  purchase  and  sale  commitments,  plant 
valuations,  and  also  depreciation  rates  and  reserves. 

Accounts  and  Notes  Receivable 

A  distinctive  feature  of  accounts  and  notes  receivable  in 
this  industry  is  that  long-term  credits  are  the  rule.  Certain 
discounts  are  deductible  if  accounts  are  paid  at  maturity,  and 
prepayment  results  in  a  further  discount.  There  are  often  other 
allowances,  such  as  those  for  freight,  for  storage  or  for  price 
concessions.  For  these  reasons  accounts  and  notes  receivable 
should  be  valued  with  great  care  and  reserves  for  discounts, 
allowances,  concessions,  etc.,  should  be  carefully  reviewed  or 
determined.  Because  of  the  long-term  credits  and  the  numerous 
claims  and  allowances  which  may  be  pending,  confirmation  of 
accounts  receivable  is  recommended.  Direct  communication 
by  the  auditor  with  the  client's  debtors  may  result  in  the  dis- 
closure of  claims  or  deductions  not  reflected  uf>on  the  books. 

If  the  audit  is  made  for  bankers,  or  for  credit  purposes,  con- 
sideration should  be  given  to  the  question  whether  or  not  the 
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balance  sheet  should  classify  accounts  receivable  according  to 
maturity,  or  make  any  reference  thereto. 

Since  there  are  two  main  seasons  in  the  fertilizer  industry, 
accounts  receivable  have  their  due  dates  fixed  on  the  basis  of 
shipments  for  the  spring  or  the  fall  season.  Payments  for 
spring  season  business  may  be  due  July  i,  for  example,  and 
for  fall  season  business  December  i  or  January  i.  Since 
spring  business  means  shipments  made  for  use  in  spring  planting, 
and  fall  business  has  reference  to  shipments  for  fall  planting,  it  is 
apparent  that  while  the  books  may  show  a  large  aggregate  of 
accounts  receivable,  those  subject  to  current  collection  may  form 
only  a  small  part  of  it. 

The  auditor  should  ascertain  whether  a  reserve  has  been 
provided  for  the  cash  discounts  which  are  deductible  if  bills  are 
paid  by  customers  at  maturity. 

In  some  cases  dealers  who  have  merchandise  on  hand  at  the 
close  of  a  season  are  allowed  storage  charges.  This  allowance 
is  even  made,  in  some  cases,  on  the  current  season's  business. 
Actual  freight  or  a  fixed  allowance  rate  is  frequently  deductible 
at  time  of  settlement. 

In  the  case  of  a  falling  market,  or  when  conditions  in  the 
industry  are  highly  competitive,  concessions  may  have  to  be 
made  at  time  of  settlement.  Declines  in  prices  and  other 
conditions  afifecting  the  trade  are  used  by  customers  as  a  basis 
for  claims,  and  concessions  have  to  be  made  to  retain  customers 
in  a  competitive  market.  The  auditor  should  have  these  facts 
in  mind  and  he  should  see  that  the  accounts  or  the  statements 
to  which  he  certifies  contain  provisions  for  such  adjustments. 

Attention  should  be  given  to  sales  contracts  to  determine 
whether  there  are  included  among  accounts  receivable  charges 
for  merchandise  on  consignment. 

No  definite  rule  can  be  laid  down  with  reference  to  reserves 
for  doubtful  accounts.  The  circumstances  in  the  foregoing 
paragraphs  should  be  considered,  and  attention  should  be  given 
to  agricultural  conditions.    It  may  be  that  farmers  and  planters 


FERTILIZER  MANUFACTURERS  153 

in  an  entire  section  have  had  an  unsuccessful  year,  or  that  the 
cotton  crop,  for  example,  has  either  been  a  partial  failure  or  has 
brought  very  low  prices.  When  such  a  condition  exists  its  effect 
upon  the  accounts  in  question  should  not  be  overlooked. 

Inventories 

There  are  two  distinct  problems  with  respect  to  inventories 
of  fertilizer  concerns,  viz.:  (i)     quantities,  (2)  valuations. 

The  three  principal  ingredients  of  fertilizers  are  nitrogen 
(usually  in  the  form  of  ammonia),  potash  and  phosphoric  add. 
"The  phosphoric  acid  must  be  in  an  available  form,  i.e.,  in 
combination  with  bases  forming  soluble  salts  and  thus  readily 

passing  into  the  soil  to  be  absorbed  by  the  vegetation 

The  materials  used  in  the  production  of  fertilizers  are  principally 
natural  salts,  such  as  the  nitrates  from  Chile,  and  potash  salts 
from  (Germany,  phosphate  rock  from  Florida,  Tennessee,  etc.; 
nitrogenous  animal  matter,  such  as  packing  house  refuse  and 
fish,  cottonseed-meal  and  a  variety  of  other  materials.  Sul- 
phuric acid  is  required  in  conjunction  with  phosphate  rock  to 
obtain  phosphoric  acid."'* 

Some  fertilizer  plants  make  their  own  acid  phosphate 
whereas  others  buy  it.  Plants  which  make  their  own  acid  phos- 
phate may  either  manufacture  their  sulphuric  acid  with  which 
to  treat  phosphate  rock,  or  else  buy  all  or  a  part  of  their  add. 
Animal  bones  are  an  important  element  in  the  fertilizer  industry. 

Inventory  Quantities. — It  is  apparent  that  piles  of  bones, 
dried  fish,  ammoniates  and  phosphate  rock,  tankage  base,  etc., 
cannot  be  verified  or  exactly  measured  even  for  inventory  pur- 
poses. An  approved  method  of  inventory-taking  is  as  follows. 
The  greater  part  of  the  materials,  whether  ingredients  or  mixed 
fertilizers,  are  generally  stored  in  bins,  the  capacities  of  which  are 
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known.  TTie  factory  stock  clerk  will  or  should  keep  a  record  of 
all  stock  of  merchandise  on  hand.  His  records  are  based  upon 
receipts  of  materials,  goods  manufactured  or  mixed  and  ship- 
ments or  quantities  used  for  manufacture  of  other  products. 
His  records  should  show  the  location  of  all  stock.  Some  mater- 
ials are  of  such  a  nature  as  to  be  liable  to  change  in  weight  as 
a  result  of  evaporation,  absorption  of  moisture,  etc. 

Stock  on  hand  is  physically  examined  and  estimates  of  quan- 
tities are  made  ior  comparison  with  factory  records.  Sometimes 
the  records  are  available  at  the  time  of  the  inventory  inspection 
and  estimates  are  made  of  overages  or  shortages.  Records  are 
adjusted  to  accord  with  estimates.  All  apparent  shortages 
should  be  written  off.  Great  care  should  be  taken  with  respect 
to  apparent  inventory  overages  which  may  be  incorrect.  The 
foregoing  method  may  appear  at  first  as  a  rough-and-ready  one, 
but  it  is  surprising  how  closely  those  familiar  with  the  industry 
and  trained  therein  can  estimate  quantities.  An  effort  is  made, 
in  well-managed  factories,  to  promote  inventory  accuracy  by 
separating  known  quantities,  such  as  material  received  or  lots 
manufactured,  and  crediting  shipments  and  transfers,  making 
necessary  adjustments  as  each  pile  is  exhausted.  A  physical 
inventory  is  taken  monthly  in  a  well-managed  factory  and 
adjustments  are  frequently  made.  The  inventory  at  the  end 
of  the  fiscal  year  differs  from  the  monthly  inventory  only  in  that 
possibly  a  greater  degree  of  care  is  taken. 

I^^VENTORY  Valuations. — In  order  to  understand  the  prob- 
lems involved  in  the  valuation  of  fertilizer  inventories,  it  is 
necessary  to  consider  the  tj^es  of  merchandise  carried. 

Inventories  include  ingredients  or  raw  materials  which  have 
been  purchased,  such  as,  for  example,  phosphate  rock,  tankage 
sulphate  of  ammonia,  nitrate  of  soda.  There  may  be  other 
ingredients  which  have  been  manufactured,  such  as  sulphuric 
and  other  acids.  There  are,  on  the  other  hand,  finished  pro- 
ducts.   These  are  likely  to  consist  in  considerable  part  of  mixed 


FERTILIZER  MANUFACTURERS  155 

fertilizers.  Fertilizers  are  dry  mixed  to  form  the  various  brands 
or  combinations  in  use.  Such  brands  are  referred  to  by  pro- 
portionate parts  or  percentages.  Thus  2-8-5  means  a  mixed 
fertilizer  containing  2  per  cent  ammonia,  8  per  cent  available 
phosphoric  acid  and  5  per  cent  potash.  Some  state  agricultural 
departments  require  the  ingredients  to  be  stated  in  different 
order,  so  that,  for  example,  this  mixed  fertilizer  in  some  states 
is  known  as  8-2-5. 

Some  parts  of  the  inventory  represent  purchases.  Such 
ingredients  are  to  be  valued  at  cost  or  market,  whichever  is 
lower.  Market  prices  may  be  determined  in  some  instances 
from  quotations  such  as  are  found  in  the  Oil,  Paint  and  Drug 
Reporter,  or  other  trade  papers.  In  some  cases  quotations  may 
be  nominal.  It  is  then  necessary  to  consult  with  executives  and 
purchasing  agents,  and  exercise  good  judgment,  using  all  available 
data. 

Other  parts  of  the  inventory  are  manufactured  in  the  plant. 
The  question  regarding  these  is  whether  the  true  cost  is  less 
than  the  market  price  at  which  these  products  could  have  been 
purchased.  If  cost  is  greater,  inventory  values  should  be  re- 
duced to  market.  On  the  other  hand,  if  the  true  cost  is  less 
than  market,  the  case  is  not  clear  for  taking  book  cost.  The 
cost  system  in  use  must  be  studied  in  order  to  determine  whether 
costs  as  compiled  under  it  are  reasonable  and  proper  for  use  in 
inventory  valuation. 

It  may  be  found,  for  example,  that  the  goods  have  been  on 
hand  for  some  time  and  that  storage  charges  have  been  added, 
although  in  no  way  increasing  the  value;  or  the  merchandise 
may  have  been  costed  at  prices  which,  while  accurate  at  the 
date  of  manufacture,  are  above  the  market  at  the  inventory  date. 
In  such  cases  it  is  recommended  that  the  present  price  of  ingre- 
dients be  substituted  in  the  cost  formulas  and  the  revised  or 
recalculated  costs  be  used  whenever  less  than  actual  cost  or 
market.  Again,  average  costs  may  be  reflected  upon  the  books. 
Latest  costs,  that  is,  for  a  period  sufficient  to  produce  the 
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quantity  of  goods  actually  on  hand,  are  to  be  preferred,  especially 
if  lower  than  average  costs. 

In  the  valuation  of  inventories  it  is  often  necessary  to  know 
the  chemical  content  of  stock  on  hand.  Original  purchase 
prices  of  raw  materials  or  ingredients  are  often  based  upon 
chemical  analyses.  For  such  materials  the  actual  chemical  com- 
position must  be  taken  into  consideration.  Similarly,  in  case  of 
a  plant's  own  product,  chemical  content  is  often  a  determining 
factor  as  to  value;  thus  i6  per  cent  acid  phosphate  may  be  used 
as  the  standard.  If  14  or  17  per  cent  acid  phosphate  is  on  hand, 
the  price  must  be  adjusted  accordingly. 

Finished  products  may  include  a  large  number  of  commercial 
mixtures.  It  is  possible  to  obtain  from  the  records  the  actual 
formulas  used  for  the  last  goods  mixed,  taking  a  sufficient 
number  of  lots  to  make  up  the  quantity  on  hand  for  each  parti- 
cular mixture.  Inventory  valuation  of  mixed  goods  may  be 
obtained  by  substituting  for  the  prices  used  on  cost  records  the 
figures  already  ascertained  as  the  correct  inventory  values  for 
the  various  ingredients.  Unit  prices  per  ton  can,  of  course,  be 
found  by  dividing  the  total  material  value  by  the  number  of 
tons  produced.  To  the  imit  value  thus  obtained  there  should  be 
added  labor  and  expense  per  unit.  These  amounts  can  be 
obtained  from  the  cost  records,  either  for  the  period  when  the 
goods  were  made;  or,  if  production  was  abnormally  low  during 
that  time,  the  average  for  six  months  or  a  year  can  be  used. 
Other  elements  of  cost,  such  as  bagging,  can  be  determined  from 
the  records,  and  amounts  added  therefor. 

As  in  all  inventories,  it  is  a  proper  presumption  that  there  is 
the  ordinary  profit  margin  between  inventory  values  and  current 
selling  prices. 

Some  fertilizer  plants  are  well  integrated,  that  is,  they  manu- 
facture ingredients  which  others  buy,  or  several  plants  may  be 
operated  by  one  company  or  by  several  affiliated  corporations; 
therefore  the  auditor  must  avoid  the  inclusion  of  any  element 
of  intercompany  or  interdepartmental  profit  in  inventories. 
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Purchase  and  Sales  Commitmeats 

In  the  fertilizer  industry,  purchase  and  sales  commitments 
for  future  delivery  aggregating  large  amounts  are  frequently 
found.  Probably  the  purchase  contracts  are  strictly  enforceable. 
In  many  instances  it  may  be  found  that  sales  contracts  are  not 
enforceable,  or  that,  at  any  rate,  it  is  not  considered  good  busi- 
ness policy  to  attempt  to  hold  the  customers  to  their  contracts. 
This  is  true  especially  regarding  fertilizers.  When  products 
such  as  sulphuric  acid  or  phosphate  are  sold  to  other  manu- 
facturers, the  contracts  are  likely  to  be  enforceable. 

All  purchase  contracts  should  be  examined  closely  with  the 
thought  that  the  effect  of  these  contracts  on  the  business  should 
be  reflected  in  the  balance  sheet,  either  in  a  notation  or  by 
including  the  merchandise  with  the  inventories  and  the  contracts 
as  liabihties.  The  sales  contracts  should  also  be  examined  to 
ascertain  their  effect  on  future  operations.  If  the  contracts  are 
at  lower  prices  than  those  current  at  the  date  of  the  balance 
sheet,  a  notation  to  that  effect  should  be  placed  on  the  balance 
sheet.  The  question  of  purchase  and  sales  contracts  is  treated 
in  Volume  I,  pages  259-263. 

Plant  and  Depreciation 

In  the  fertilizer  industry  the  plant  represents  a  large  capital 
outlay.  The  plant  units  in  these  factories  are  rarely  of  much 
sales  value  except  for  use  in  a  kindred  industry.  Balance  sheet 
valuations  should  be  conservatively  stated.  Plant  items  are 
continually  being  dismantled,  abandoned  or  scrapped.  Does  the 
accounting  department  receive  prompt  and  accurate  information 
relative  to  dismantled  plant,  and  does  it  handle  these  items 
pro{>erly? 

Depreciation  rates  should  be  liberal.  What  rates  to  adopt 
depend  upon  the  circumstances  and  conditions  of  each  plant. 
Perhaps  10  per  cent  for  machinery  and  from  3  to  5  p>er  cent  for 
buildings  may  be  stated  as  normal  or  standard  rates. 

Plants  for  the  manufacture  of  sulphuric  acid  are  sometimes 
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depreciated  on  a  tonnage  basis,  that  is,  so  much  for  each  ton  of 
acid  produced.  Probably  it  is  more  satisfactory  to  determine 
the  approximate  or  estimated  life  of  plant,  and  depreciate  the 
entire  plant,  machinery  and  buildings  at  a  fixed  annual  percent- 
age. Rates  to  be  applied  to  entire  acid  plants  will  probably 
range  from  6  or  7  per  cent  to  9  or  10  per  cent  per  annum. 

Repairs 

Repairs  are  heaviest  when  production  is  light  or  when  the 
plant  is  shut  down.  For  this  reason  costs,  in  so  far  as  affected 
by  repairs,  fluctuate  considerably.  It  may  be  advisable  to  set  up 
a  reserve  for  repairs  monthly,  with  adjustments  to  accord  with 
actual  outlay  at  the  close  of  a  fiscal  year.  Sometimes  there 
should  even  be  provided  a  reserve  for  repairs  which  have  not 
been  made.  Repairs  to  an  acid  plant  or  to  a  wharf  are  not 
always  made  currently,  but  in  large  amount  at  a  single  time, 
perhaps  at  the  end  of  the  season.  The  balance  sheet  should 
contain  a  reserve  for  such  accrued  repairs. 

CHEMICAL  WORKS 

In  many  respects  the  auditor  of  a  chemical  works  has  prob- 
lems and  conditions  to  meet  similar  to  those  described  in  the 
discussion  of  audits  of  the  fertilizer  manufacturers.  A  ferti- 
lizer plant  is,  in  fact,  a  chemical  works.  It  is  confined,  how- 
ever, to  certain  classes  of  products,  so-called  agricultural 
chemicals,  and,  as  already  mentioned,  mechanical  mixing  has 
an  important  place  in  the  fertilizer  business.  In  contrast 
with  such  a  type  of  chemical  works  as  a  fertilizer  plant  repre- 
sents, is  a  chemical  plant  manufacturing  aniline  oil,  interme- 
diates, dyes,  etc. 

Notes  and  Accounts  Receivable 

In  sharp  contrast  with  the  practice  in  the  fertilizer  industry 
short-term  credits  are  the  rule.    For  this  reason  valuation  of 
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accounts  and  notes  receivable  should  present  no  difl&culties. 
Any  accounts  that  are  open  beyond  maturity  should  be  reviewed 
carefully.  In  the  chemical  industry  proper,  large  reserves  for 
doubtful  accounts,  or  for  allowances  or  for  discounts  should  not 
be  required.  Terms  are  short,  and  price  concessions,  discounts, 
etc.,  are  at  a  minimum,  except,  of  course,  those  for  defective 
products.  Sales  contracts,  as  well  as  purchase  contracts,  usually 
are  strictly  enforced. 

Inventories 

Inventory  quantities,  in  the  case  of  such  a  chemical  plant  as 
described,  should  be  taken  exactly.  This  can  certainly  be  done 
for  the  greater  part  of  the  inventory.  Acids  or  other  liquids 
can  be  measured  accurately.  The  oflSce  should  have  on  file  a 
record  of  the  capacities  of  various  tanks,  or,  in  the  absence  of 
such  record,  calculations  may  be  made  in  co-operation  with  the 
plant  engineering  staff.  The  auditor  will  do  well  to  make  a 
physical  inspection  of  a  large  part  of  the  inventory,  or,  better 
still,  to  be  present  at  inventory-taking. 

The  principles  underlying  valuation  of  inventories  are  similar 
to  those  outlined  in  connection  with  fertilizer  plants.  Possibly 
the  task  is  more  difficult  and  of  even  greater  importance  in 
this  case.  Some  dyestufis,  intermediates,  etc.,  have  a  high  unit 
cost.  The  inventory  items  amount  to  large  sums,  and  it  is  not 
always*  easy  to  detect  overvaluations.  If  there  is  in  operation 
a  good  cost  system,  its  results  should  be  studied,  but  not  ac- 
cepted without  careful  review.  Among  the  problems  to  be 
considered  is  the  company's  treatment  of  by-products,  and  the 
valuation  thereof.  Probably  the  best  way  to  treat  them  in 
connection  with  costs  is  to  credit  the  process  with  a  conservative 
figure  for  by-products — an  amount  which  is  clearly  realizable. 
If  by-products  accumulate  unduly,  they  should  be  viewed  with 
suspicion,  and  appropriate  valuations  used.  Frequently  by- 
products have  a  large  contingent  value,  but  only  a  small  actual 
realizable  value  at  the  inventory  date.    The  plant  may  not  be 
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able  to  use  them  and  perhaps  they  cannot  be  disposed  of  to 
advantage. 

Sometimes  a  chemical  process  results  in  the  formation  of 
two  products,  and  there  may  be  a  difference  of  opinion  as  to 
which  is  the  main  product  and  which  is  the  by-product.  The 
total  cost  should  be  apportioned  to  the  two  products  in  such 
manner  as  to  state  both  conservatively. 

Intermediates  are  sometimes  made  only  for  use  in  the 
manufacture  of  finished  products,  and  not  for  sale.  If  excessive 
quantities  are  on  hand,  the  questions  of  salability,  use  and  price 
should  be  carefully  considered. 

Chemical  content  and  strength  of  products  are  important 
factors  to  be  taken  into  account  in  the  valuation  of  merchandise. 
Some  products  deteriorate  rapidly.  Others  are  of  such  a  nature 
that  they  may  evaporate  or  otherwise  disappear.  It  is  not  safe, 
therefore,  to  rely  even  on  recent  book  inventories.  Physical 
existence  and  quality  should  both  be  verified. 

Costs  in  a  chemical  plant  often  form  a  kind  of  endless  chain; 
products  being  made  and  then  used  to  manufacture  other  pro- 
ducts. This  process  may  be  repeated  several  times.  Excessive 
cost  in  one  of  the  basic  materials  may  be  passed  all  along  the 
hne.  Consequently  the  auditor  should  ascertain  market  prices 
whenever  he  can.  For  some  intermediates  this  may  not  be 
possible.  Their  valuation  may  have  to  be  judged  by  considera- 
tion of  cost  of  products  made  therefrom,  and  also  by  considera- 
tion of  yield  and  plant  efficiency.  Costs  in  a  chemical  plant 
often  vary  unduly  from  month  to  month,  due  to  volume  of 
production,  fluctuating  elements  of  overhead,  such  as  repairs, 
and  varying  yields.  Chemical  products  unite  in  definite  ratios 
to  form  new  products.  There  is  a  theoretical  yield  in  every 
case,  which,  although  it  is  not  actually  reached,  should  be 
approximated.  Costs  may  be  excessive  because  of  poor  yields. 
It  is  not  safe  to  take  last  costs  or  average  costs,  without  making 
a  review  thereof.  Generally  sp>eaking,  the  main  elements  of 
cost  in  a  chemical  plant  are  materials  and  overhead.    Labor 


CHEMICAL  WORKS  l6l 

cost  per  unit  of  production  is  in  most  cases  relatively  small. 
Ingredients  entering  into  material  costs  may  have  been  stated 
too  high,  and  overhead  is  subject  to  so  many  conditions  and 
variations  as  to  require  careful  review.  A  margin  of  profit  be- 
tween selling  prices  and  inventory  valuations  should  always  exist. 

Plant  and  Depreciation 

Because  of  the  large  plant  investment  which  the  chemical 
industry  requires,  and  also  because  of  the  frequency  with  which 
additions,  changes  and  scrapping  of  plant  units  take  place, 
the  auditor  should  recommend  that  detailed  plant  records  be 
kept  and  controlled  from  the  ledger.  If  such  records  are 
available,  they  should  be  reviewed  by  the  auditor. 

Depreciation  rates  are  more  scientific  and  more  satisfactory 
when  determined  separately  for  each  building  and  for  the  ma- 
chinery and  equipment  therein.  This  process  of  differentiation 
may  be  carried  to  greater  detail  in  case  of  machinery  and  equip- 
ment. Rates  for  the  various  plant  units  depend  upon  the  class 
of  building  and  equipment,  and  upon  the  uses  to  which  they  are 
put.  If  blanket  rates  for  the  entire  plant  are  used,  about  lo 
per  cent  for  machinery  and  equipment  and  from  3  to  5  per  cent 
on  buildings  may  be  considered  normal.  Variations  should  be 
made  for  different  types  of  buildings,  and  for  machinery  and 
equipment  used  in  the  various  operations.  For  some  of  the  latter 
10  per  cent  may  not  be  high  enough.  As  in  the  case  of  fertilizer 
plants,  provision  should  sometimes  be  made  for  accrued  repairs. 

Returnable  Containers 

For  some  chemical  plants  the  proper  recording  and  control  of 
containers  is  an  important  question  and  one  requiring  si>edal 
attention  on  the  part  of  the  auditor. 

It  may  be  that  raw  materials  are  purchased  in  containers 
which  are  returnable  to  senders,  the  purchaser  being  charged 
with  them  in  addition  to  the  price  paid  for  the  material  con- 
tained.   Under  such  circumstances  the  task  of  the  auditor  is  to 
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determine  whether  the  inventory  of  containers  on  hand,  return- 
able to  senders,  is  conservatively  stated.  If  debits  are  made  to  the 
container  account  directly  from  vendors'  invoices  the  price  may 
be  higher  than  value  in  the  open  market.  In  such  a  case  the 
auditor  should  obtain  a  list  of  containers  actually  on  hand  in 
order  to  see  that  the  control  account  is  properly  supported. 
Then  he  should  ascertain  whether  the  quantity  of  containers  on 
hand  is  normal,  that  is,  represents  only  current  items  for  the  return 
of  which  sufficient  time  has  not  elapsed.  If  it  is  found  that  con- 
tainers have  been  allowed  to  accumulate,  the  matter  becomes  one 
for  report  to  the  executives  and  also  for  careful  study  on  the  part 
of  the  auditor  in  order  to  make  sure  that  the  containers  are  still 
redeemable  at  original  prices.  If  they  have  been  on  hand  and 
accounts  with  vendors  have  been  closed,  it  may  be  difficult  in 
some  cases  to  obtain  payment  for  containers  even  if  now  returned. 
The  auditor  will  provide  a  sufficient  reserve  for  any  doubtful 
items  of  this  nature,  and  thus  avoid  valuation  above  present 
market,  except  where  collection  or  credit,  at  billed  prices,  for 
containers  is  beyond  question.  The  company  should  make  it  a 
matter  of  monthly  routine  to  charge  off  all  broken  containers, 
either  including  the  amount  as  an  element  of  direct  material 
cost  or  of  manufacturing  overhead,  according  to  the  circum- 
stances. 

The  question  of  returnable  containers  is  a  more  important 
one  for  companies  using  containers  for  the  shipment  of  their  own 
products.  Inasmuch  as  containers  when  billed  to  customers  are 
included  in  accounts  receivable,  a  reserve  should  be  provided  for 
the  liability  for  containers  in  customers'  hands.  This  can  be 
done  by  analysis  of  total  charges  into  sales,  and  debits  for  con- 
tainers. The  latter  figure  supplies  the  credit  to  this  reserve. 
The  reserve  account  will  be  debited  when  containers  are  returned, 
credit  being  given  to  customers  returning  them. 

Under  this  method  containers  in  the  hands  of  customers  will 
still  be  carried  upon  the  general  ledger  at  cost,  and  on  the  balance 
sheet  grouped  with  containers  actually  on  hand  or  in  transit. 
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When  the  total  value  of  containers  is  large  it  is  better  to  carry 
the  item  as  a  fixed  rather  than  as  a  current  asset.  Also  a  depre- 
ciation reserve  should  be  pro'/ided  regularly  for  all  containers, 
whether  at  the  plant  or  in  hands  of  customers.  Inventory  rec- 
ords should  be  maintained  for  all  containers. 

But  there  still  remains  the  problem  of  when  and  how  other- 
wise to  reduce  the  reserve,  because  many  containers  will  be 
broken  or  for  other  reasons  not  returned.  Based  upon  experi- 
ence and  such  records  as  are  kept,  transfers  should  be  made 
periodically  to  income  from  the  reserve  for  returnable  con- 
tainers in  hands  of  customers.  Care  should  be  exercised  by  the 
auditor  in  making  or  reviewing  such  transfers.  He  should  be 
sure  that  they  do  not  exceed  the  known  reduction  of  the  contin- 
gent liability. 

Some  companies  stamp  their  containers  with  dates,  prices  or 
serial  numbers  and  keep  such  records  to  enable  them  to  adjust  the 
reserve  scientifically. 

MANUFACTURERS  OF  BEVERAGES 

There  is  probably  a  greater  opportunity  for  thefts  of  supplies 
or  product  and  misapplication  of  collections  in  this  line  than 
in  any  other  business.  The  containers,  boxes,  bottles,  kegs  and 
barrels,  are  not  sold  as  a  rule  but  remain  the  property  of  the 
manufacturer.  The  value  of  these  containers  should  not  be 
set  up  in  the  balance  sheet  as  accounts  receivable  if  they  are 
charged  against  customers,  as  is  sometimes  done.  It  can  be 
seen  that  the  loss  in  such  stock  may  be  considerable,  and  that 
the  value  set  upon  it  should  be  investigated  carefully.  The 
auditor  should  see  that  adequate  accounting  methods  are  in 
force,  not  only  for  containers,  but  for  all  other  stock,  and,  it 
not,  a  rep>ort  should  be  made  thereon. 

However,  there  is  a  growing  tendency  to  keep  a  closer  watch 
over  containers  delivered  to  customers,  especially  when  sales 
are  made  direct  to  the  consumer.    One  method  is  to  require 
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dep)osits  to  be  made  for  the  value  of  all  containers  delivered,  and 
receipts  are  issued  for  these  deposits  in  the  form  of  strip  tickets 
which  entitle  the  holder  to  a  cash  refund  of  the  amount  called  for 
by  the  tickets  when  the  containers  are  returned,  and  the  tickets 
surrendered.  When  this  method  is  followed  the  question  of 
credits  for  returned  containers  is  not  an  important  one,  since 
the  value  of  those  which  may  be  lost  or  broken  is  protected  by  the 
dep>osits,  except  that  the  sudden  return  of  a  large  number  of 
containers  may  cause  the  disbursement  of  large  sums. 

Separate  inventory  records  should  be  kept  of  the  main  ingredi- 
ents used  in  manufacturing  the  beverages.  If  this  is  done  a 
fairly  accurate  check  on  the  inventory  can  then  be  made  by 
noting  whether  the  amount  of  each  ingredient  used  according  to 
the  production  records,  as  compared  with  the  total  output,  is 
proportionately  about  the  same  as  in  previous  periods.  Any 
unusual  discrepancy  should  be  investigated.  A  reasonable 
margin  would  have  to  be  allowed  for  beverages  consumed  by 
employees  or  spoiled  in  manufacture. 

All  goods  taken  out  by  drivers,  according  to  the  shipping 
records,  should  be  accounted  for  either  by  delivery  receipts 
from  customers  or  by  cash  turned  in  for  cash  sales.  Signs  and 
other  advertising  matter  furnished  to  customers  as  a  general 
rule  should  be  charged  to  expense,  and  not  carried  as  assets. 
It  is,  however,  good  practice  to  carry  as  an  asset  the  net  residual 
value. 

Depreciation  on  bottling  equipment  is  generally  written 
oflf  at  from  15  to  25  per  cent  yearly. 

The  auditor  should  ascertain  whether  the  taxes  imposed  by 
the  Revenue  Act  on  manufacturers  of  beverages  have  been 
paid  or  accrued. 


CHAPTER  VIII 

MANUFACTURING 
(Part  III) 

This  chapter  contains  a  discussion  of  the  special  features  of 
the  audit  of  cane  sugar  mills,  flour  mills  and  saw  mills,  including 
logging  and  timber  companies.  Each  of  these  industries  has 
its  peculiar  problems  with  which  the  auditor  must  familiarize 
himself  before  commencing  an  examination  of  the  accoimts. 

CANE  SUGAR  MILLS 

The  audit  of  a  cane  sugar  mill,  where  the  owners  both  grow 
and  buy  cane,  requires  a  sp)ecial  preliminary  study  of  the  sugar 
industry  as  a  whole.  Some  knowledge  of  the  conditions  sur- 
rounding the  raw  sugar  industry  is  helpful,  in  fact  indispensable, 
to  the  intelligent  verification  of  assets  and  liabihties  and  the 
presentation  of  a  correct  statement  of  earnings  and  expenses. 

Although  the  production  of  sugar  in  the  United  States  has 
reached  an  appreciable  volume,  a  large  part  of  the  world's 
sugar  supply  is  still  produced  in  the  West  Indies,  and  it  is  there 
that  an  auditor  finds  a  broad  field  for  his  abilities.  It  is  assumed 
here  that  mills  in  the  West  Indies  are  imder  consideration  and 
that,  in  addition  to  grinding  purchased  cane,  the  company 
grinds  its  own  cane. 

In  addition  to  the  usual  verification  of  assets  and  liabihties 
and  an  inquiry  into  income  and  expense,  the  following  items 
present  special  features: 

Advances  to  colonos 
Contracts  with  colonos 
Deferred  charges 

i6S 
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Dead  season  expenses 
Costs  of  cane 
Operating  costs 
Sales  of  sugar 
Inventory  of  raw  sugar 
Miscellaneous  income 

Advances  to  Colonos 

A  colono  is  a  farmer  who  grows  sugar  cane  either  on  his  own 
lands  or  on  lands  rented  or  owned  by  the  "central."  The 
"central"  is  the  mill  in  which  cane  is  ground  and  raw  sugar 
extracted.  The  colono 's  relation  to  the  mill  differs  from  that  of 
our  own  tenant-farmer  in  that  there  is  not  an  agreed  sharing  of 
the  crop.  The  colono  may  pay  rent  or  that  consideration  may 
be  reflected  in  the  price  at  which  he  contracts  to  deliver  cane  to 
the  mill. 

The  price  of  the  cane  is  expressed  not  in  cash  but  in  terms  of 
sugar.  A  percentage  (in  weight)  of  the  cane  delivered  to  the 
mill  represents  the  quantity  of  sugar  to  which  the  colono  is 
entitled  in  return  for  his  cane.  Since  the  colono  cannot  himself 
market  his  sugar  satisfactorily,  he  usually  accepts  cash  corres- 
ponding to  the  value  of  the  sugar  he  would  be  entitled  to  receive. 
The  basis  of  payment  to  him  for  his  sugar  varies,  but,  as  a  fairly 
general  practice,  he  is  paid  at  the  rate  ruling  at  specified  terminals 
or  outlets  after  making  allowances  for  freight,  brokerage  and 
other  expenses  which  would  have  been  incurred  if  the  sugar  had 
been  delivered  by  him  to  the  terminals  or  outlets. 

Since  the  colonos  are  not  usually  overburdened  with  funds,  it 
is  usual  for  the  miU  to  finance  the  cultivation,  harvesting  and 
delivery  of  their  cane.  The  advances  assume  considerable 
proportions  up  to  the  time  of  marketing  the  new  sugar  and 
decrease  as  the  amounts  due  the  colonos  are  thereafter  applied 
in  reduction  of  the  advances. 

It  is  important,  therefore,  to  make  careful  inquiry  into  the 
accounts   receivable   arising   from   these   advances.    Probably 
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some  of  the  balances  are  uncollectible  due  to  reverses  suffered 
by  the  colonos;  some  balances  may  indicate  tendencies  to  in- 
crease each  period  above  the  balance  of  the  previous  period; 
in  other  cases  it  may  develop  that  especially  favored  colonos  are 
being  allowed  to  collect  the  value  of  the  sugar  instead  of  having 
it  applied  in  reduction  of  the  balances. 

It  is  readily  seen  that  the  auditor  has  here  a  fruitful  field  for 
investigation,  particularly  so  when  it  is  considered  that  the 
major  portion  of  a  company's  "current"  resources  may  be  repre- 
sented by  this  asset. 

If  a  colono  owns  the  land  which  he  cultivates,  such  land  may 
be  found  to  be  pledged  as  collateral  for  advances.  In  such 
cases  it  is  desirable  that  the  documents  evidencing  such  colla- 
teral be  examined  by  some  person  competent  to  pass  on  their 
authenticity  and  the  sufficiency  of  the  collateral. 

Contracts  with  Colonos 

The  auditor  will  find  it  necessary  to  refer  to  contracts  made 
with  colonos  in  order  to  establish  the  correctness  of  the  amoimts 
charged  to  cost  of  cane  as  well  as  the  amounts  allowed  for  sugar 
due  to  the  colonos.  Where  a  considerable  number  of  colonos  are 
supplying  cane  to  a  central,  it  is  possible  for  settlements  (liquida- 
tions) to  be  made  erroneously  so  as  to  give  imdue  advantage  to 
the  colonos  and  cause  a  loss  to  the  central.  Where  a  large  terri- 
tory is  covered,  settlements  do  not  always  originate  at  the  head 
office,  although  a  copy  of  the  contract  itself  and  the  details  of 
periodical  settlements  are  kept  there. 

It  will  be  apparent  from  the  foregoing  that  the  colonos'  con- 
tracts are  the  basis  for  a  very  considerable  part  of  the  company's 
costs.  As  a  matter  of  fact,  of  the  total  cost  of  raw  sugar 
produced  from  purchased  cane,  the  principal  item  of  such  cost 
is  the  cane. 

Special  allowances  should  be  investigated  even  where  the  con- 
tract provides  for  them.  It  may  develop  that  a  contract  was 
drawn  up  with  concessions  embodied  therein  which  did  not 
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receive  the  approval  of  the  client.  Some  of  the  special  features 
deserving  of  consideration  are:  differences  in  price  allowed 
colonos  in  the  same  territory;  defraying  of  part  of  the  cost  of 
hauling,  due  perhaps  to  the  condition  of  roads  rendering  hauling 
very  difl5cult;  prices  for  colonos'  sugar  which  are  different  from 
those  prevailing  at  the  terminal  or  outlet  which  was  to  be  used 
to  determine  the  rate  of  payment;  failure  to  charge  against  the 
amount  due  the  colonos  for  their  cane  any  expenses  such  as 
freight,  hauling,  etc.,  which,  although  temporarily  borne  for 
them,  are  perhaps  to  be  deducted  under  the  contract  from  the 
amount  due  at  the  time  the  Uquidating  statement  is  prepared. 

Owing  to  the  fact  that  the  amoimt  of  sugar  due  the  colonos 
for  their  cane  is  not  affected  by  the  yield  or  glucose  content, 
no  complications  need  be  anticipated  from  that  source.  It 
is  in  arriving  at  the  amount  of  cash  due  the  colonos  for  their 
sugar  that  the  exercise  of  great  care  is  required  on  the  part 
of  the  auditor.  The  outstanding  features  of  an  audit  of  these 
settlements  are:  (i)  the  quantity  of  sugar  allowed  for  the  cane 
(percentage  of  weight)  should  be  the  same  as  specified  in  the 
contract;  (2)  any  sugar  taken  away  by  the  colonos  should  be 
deducted  from  the  total  due  them;  (3)  effect  should  be  given  to 
any  expenses,  such  as  rent  under  certain  conditions,  to  be  borne 
by  the  colonos;  (4)  price  at  which  the  sugar  due  the  colonos  is 
valued  should  be  closely  examined. 

Deferred  Charges 

In  addition  to  the  usual  items  of  expense  deferred  to  future 
operations,  such  as  insurance,  certain  taxes,  rentals,  etc.,  the 
balance  sheet  of  a  sugar  mill  which  grinds  its  own  cane  includes 
deferred  charges  of  a  character  entirely  different  from  those 
usually  found  in  balance  sheets  of  manufacturing  companies. 
The  deferred  charges  referred  to  consist  of  expenses  applicable 
to  future  crops. 

To  understand  thoroughly  the  origin  of  these  deferred  ex- 
penses, it  is  necessary  to  know  just  how  the  processes  of  planting. 
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cultivation  and  harvesting  of  the  cane  are  reflected  upon  the 
books.  In  those  parts  of  the  West  Indies  which  produce  the  bulk 
of  the  sugar  crops  of  those  islands,  the  grinding  season  begins 
around  December  and  usually  ends  about  June,  the  closing 
date  depending  somewhat  on  the  time  the  rainy  season  sets  in. 
The  grinding  season  covers  from  150  to  175  days.  The  crop 
of  cane  being  ground  in  that  season  is  charged  with  three  princi- 
pal divisions  of  expense,  or  at  least  some  of  them;  first  a  part 
of  the  original  cost  of  clearing  the  land  and  the  planting  of 
the  seed;  second,  the  cost  of  replanting  and  cultivating  cane 
during  the  grinding  season  (for  the  next  crop)  in  ground  which 
may  have  been  cleared  previous  to  the  current  crop;  third,  the 
cost  of  harvesting  the  crop  being  ground.  The  mill  costs  are 
not  considered  at  this  point  because  no  element  of  deferred 
expenses  enters  therein;   in  fact  a  liability  may  be  involved. 

1.  The  cost  of  clearing  the  ground  and  planting  the  seed  in 
virgin  territory  is  usually  written  off  over  the  number  of  cuttings 
expected  from  planting,  usually  five  crops,  although  the  actual 
cuttings  may  be  many  more.  Thus,  except  in  those  cases 
where  the  final  yearly  amount  has  been  written  off  to  operating 
costs,  there  is  a  deferred  charge  for  clearing  and  planting. 

2.  At  the  time  of  grinding,  the  ground  is  again  being  culti- 
vated for  a  new  crop,  which  will  not  be  ready  for  cutting  until 
the  following  year.  Consequently,  there  will  be  carried  forward 
another  deferred  charge  of  the  same  nature  as  the  first  but  with 
the  difference  that  the  expense  of  cultivating  for  such  new  crop 
will  be  written  off  entirely  against  the  crop  ground  in  the  fol- 
lowing year. 

3.  The  cost  of  harvesting  the  current  crop  will,  of  course,  be 
charged  against  that  crop;  and  no  part  of  such  expense  should 
be  deferred. 

It  can  be  seen  that  an  incorrect  method  of  handling  these 
expenses  may  result  in  an  overstatement  or  an  understatement 
of  operating  costs,  and  corresponding  errors  in  the  balance 
sheet. 
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Dead  Season  Expenses 

The  books  of  a  number  of  cane  sugar  mills  are  closed  at  some 
convenient  date  during  the  so-called  "dead  season,"  the  period 
between  the  grinding  seasons.  During  the  dead  season  the 
central  makes  all  repairs  and  otherwise  rehabilitates  the  entire 
plant  to  bring  it  to  the  same  state  of  efficiency  as  existed  at  the 
beginning  of  the  grinding  season.  Such  expenditures  during 
the  dead  season  are  applicable  to  the  crop  ground  during  the 
immediately  preceding  grinding  season.  One  reason  for  closing 
the  books  during  the  dead  season  is  that  the  volume  of  current 
office  work  is  so  great  during  the  grinding  season  that  it  is  expe- 
dient to  have  all  the  clerical  work  of  closing  finished  before  the 
grinding  season  begins. 

Since  it  is  only  proper  that  all  dead  season  expenses  should 
be  charged  to  the  crop  for  which  they  were  incurred,  it  is  seen 
that  unless  a  reserve  be  set  up  for  the  balance  of  the  dead  season 
expenses  in  those  cases  where  the  fiscal  year  ends  before  the 
close  of  the  dead  season,  the  balance  sheet  will  be  incorrect  to 
that  extent. 

On  the  surface,  it  seems  that  if  the  books  are  closed  during  the 
dead  season,  instead  of  at  the  end  thereof,  the  total  dead  season 
expenses  for  the  latter  part  of  one  dead  season  and  the  early  part 
of  the  next  will  approximate  the  total  of  one  continuous  dead 
season.  The  objection  to  this  in  practice  is  the  fact  that  at  the 
date  of  the  balance  sheet  the  liabilities  are  understated. 

Costs  of  Cane 

Under  the  captions,  "Advances  to  colonos"  and  "Contracts 
with  colonos,"  the  checking  of  the  cost  of  the  cane  received  from 
the  colonos  was  discussed.  The  special  points  in  connection  with 
the  cost  of  the  cane  grown  by  the  central  were  discussed  in  that 
part  of  "Deferred  Charges"  relating  to  costs  of  clearing,  planting, 
harvesting,  etc. 

Other  sources  of  cane  are  purchases  from  other  centrals. 
To  a  certain  extent,  the  prices  paid  therefor  are  governed  by 
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contracts,  whether  written  or  uni^ritten.  The  auditor  should 
be  careful  to  verify  the  prices  (percentages  of  cane)  paid  therefor. 
The  cash  allowances  in  place  of  sugar  should  be  checked  care- 
fully. If  a  deliver^'  of  cane  by  the  client  is  applied  as  an  offset 
against  purchases,  the  deliveries  should  be  verified  from  the 
records. 

With  regard  to  the  quantities  of  cane  paid  for  by  the  central, 
it  is  very  important  that  a  check  be  made  by  the  auditor.  Cane 
may  be  received  from  the  colonos  directly  into  the  "batey" 
or  siding,  or  it  may  be  delivered  by  the  colonos  to  a  branch  of 
a  railroad.  The  contract  may  sp>ecify  that  the  weights  of  cane 
as  declared  by  the  colonos  are  to  be  accepted  as  a  basis  of 
settlement;  on  the  other  hand,  the  cane  when  delivered  to  the 
railroad  may  be  weighed,  and  the  weights  thus  ascertained 
govern. 

The  auditor  should  be  guided  by  the  terms  agreed  upon  to 
make  the  necessary  comparisons  of  the  weights  recorded  at  the 
company's  mill,  with  the  weights  paid  for.  Difi^erences  will  be 
found  to  be  due  to  various  causes,  chief  among  them  being 
theft  after  delivery  and  loss  in  weight  due  to  natural  changes  in 
the  cane. 

Operating  Costs 

The  price  of  raw  sugar  sold  by  the  mill  is  not  controlled 
directly  by  the  central,  but  the  cost  of  producing  it  is.  On  this 
account,  inquiry  should  be  made  by  the  auditor  to  satisfy 
himself  that  operating  accounts  are  stated  clearly.  The  import- 
ance of  this  will  be  appreciated  when  it  is  considered  that  the 
profits  must  be  made  out  of  that  quantity  of  sugar  extracted 
which  remains  for  the  mill  after  allowing  the  colonos  their 
prearranged  quantity. 

If  the  company  controls  a  number  of  mills,  and  storehouses 
are  maintained  at  the  mills,  careful  scrutiny  should  be  made  of 
the  system  of  issuing  supplies.  Charges  for  supplies  made  to 
capital  accounts  and  to  operating  expenditures  should  be  scru- 
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tinized  in  order  that  assets  may  not  be  inflated  and  expenses 
understated. 

It  will  be  found  that  the  administrators  in  charge  of  the 
various  mills  have  a  great  deal  of  authority,  hence  it  is  important 
to  make  as  close  a  check  as  possible  of  matters  under  their 
jurisdiction.  If  necessary,  audits  should  be  made  at  the  centrals 
in  order  that  the  consolidated  results  shall  be  more  than  a  mere 
compilation  of  unverified  figures  prepared  by  others  than  the 
auditors. 

The  subject  of  dead  season  expenses  has  already  been  referred 
to,  as  far  as  they  afifect  the  balance  sheet  items.  As  an  important 
element  of  cost,  the  dead  season  expenses  should  be  given 
particular  attention. 

Railroad  Operations 

If  the  company  operates  its  own  railroad  system  (generally 
only  the  sidings  and  receiving  depots  are  operated),  the  audit 
of  the  railroad  income  and  expenses  should  be  made  separately. 
It  is  important  that  all  railroad  expenses  be  apportioned  to  the 
element  of  cost  affected.  The  cost  of  the  cane  bears  a  propor- 
tion of  this  expense  up  to  the  time  the  cane  enters  the  mill. 
If  supplies  are  carried  on  the  company  lines,  the  freight  appli- 
cable thereto  should  be  charged  to  such  supplies.  Freight  on 
raw  sugar  from  the  mill  to  terminals  or  outlets  should  be  charged 
to  cost  of  shipping.  The  foregoing  is  a  statement  of  the  ideal 
procedure.  Unfortunately,  it  is  not  always  observed  in  practice; 
more  often  no  attempt  is  made  by  sugar  companies  to  distribute 
the  expenses  of  their  own  railroads  among  the  classes  of  services 
rendered. 

Depreciation 

Depreciation  reserves  will  demand  careful  inquiry  in  order 
that  the  auditor,  may  satisfy  himself  that  the  equipment  is  not 
being  overvalued  or  the  expenses  understated.  The  principal 
items  subject  to  depreciation  are  boilers,  generators,  conveyors, 
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grinding  rolls,  presses,  tanks,  vats,  crystalUzers  and  centrifugal 
machiner>';  also  rolling  stock,  etc.,  if  the  mills  run  their  own 
railroad  system.  It  is  apparent  that  a  flat  rate  of  depreciation 
cannot  be  accurate,  owing  to  the  variation  in  the  length  of  life 
and  in  the  degree  of  wear  and  tear  to  which  the  different  kinds 
of  equipment  are  subjected. 

To  make  the  statement  of  earnings  intelligible,  segregation 
should  be  made  of  the  cost  of  cane,  grinding,  clarifying,  sacking, 
storing  and  shipping. 

If  the  mill  rents  warehouses  for  storing  the  sugar  ready  for 
shipment,  the  rental  and  other  expenses  should  be  charged  to 
shipping,  unless  supplies  and  equipment  are  also  stored  there,  in 
which  case  the  expenses  should  be  apportioned. 

Sales  of  Sugar 

Raw  sugar  is  usually  sold  through  brokers  at  a  price  depending 
upon  its  purity.  Owing  to  the  fact  that  the  purity  cannot  be 
determined  until  some  time  after  shipment,  it  is  customary  to 
take  up  in  a  special  sales  account  the  quantity  shipped,  calculated 
at  an  approximate  figure,  and  adjust  when  the  actual  polariza- 
tion and  weights  are  reported.  It  will  be  found  that  the  shipper 
is  penalized  or  he  receives  a  premium  depending  on  whether 
the  analysis  shows  a  purity  above  or  below  a  certain  standard, 
usually  96  degrees. 

The  actual  returns  should  be  checked  by  the  auditor  and  a 
thorough  inquiry  made  to  insure  the  correctness  of  the  proceeds 
of  the  shipments. 

Brokers'  commissions  and  other  deductions  from  the  settle- 
ments should  be  in  conformity  with  existing  agreements. 

If  the  actual  proceeds  of  any  shipments  made  at  the  close 
of  the  fiscal  period  prove  to  be  much  less  than  the  estimated  pro- 
ceeds, the  auditor  should  give  effect  to  the  difference  in  his  state- 
ment of  earnings.  In  such  a  case  consideration  would  have  to 
be  given  to  the  situation  at  the  close  of  the  previous  fiscal 
period. 
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Inventory  of  Raw  Sugar 

It  may  be  found  that  the  crop  of  the  current  or  latest  grinding 
season  has  not  been  entirely  liquidated  at  the  date  of  the  balance 
sheet.  The  question  arises  as  to  what  constitutes  a  fair  basis 
of  valuation.  The  principle  of  "cost  or  market,  whichever  is 
lower"  has  been  the  basis  of  valuation  in  some  sugar  companies 
in  the  past.  During  the  sharp  decline  in  market  values  of  sugar, 
however,  it  became  necessary  to  inventory,  in  some  cases,  at  a 
figure  even  lower  than  either  cost  or  market  at  the  date  of  the 
balance  sheet.  This  procedure  is  discussed  in  Chapter  VIII  of 
Volume  I. 

When  the  accounts  are  not  physically  closed  until  long  enough 
after  the  closing  date  of  the  company's  fiscal  period  to  permit  of 
knowing  the  realized  prices  of  the  sugar  on  hand,  the  entire 
proceeds  of  such  sales  may  be  included  in  the  inventory;  provi- 
ded, however,  a  reserve  be  set  up  for  the  shipping  and  sell- 
ing expenses  connected  therewith.  This  method  of  inven- 
torying is  equivalent  to  taking  up  a  profit  which  technically 
applies  to  the  following  fiscal  year,  i.e.,  the  period  of  actual 
realization. 

For  this  reason,  then,  it  becomes  all  the  more  necessary 
that  all  dead  season  expenses  incident  to  placing  the  plant  in 
condition  for  the  next  crop  be  charged  against  the  crop  ground 
in  the  preceding  grinding  season;  otherwise,  there  will  have  been 
included  in  the  fiscal  period  the  profit  in  the  sugar  on  hand ;  but  a 
considerable  expense,  incurred  in  the  production  of  the  sugar 
already  sold  and  on  hand,  will  have  been  omitted  from  the  state- 
ments of  the  period  in  which  the  sugar  was  produced.  The  fore- 
going comment  applies  more  particularly  to  those  companies 
whose  fiscal  year  closes  with  the  end  of  the  grinding  season  or 
during  the  dead  season;  in  the  case  of  those  companies  whose 
fiscal  year  closes  with  the  end  of  the  dead  season,  the  dead  season 
exp>enses  are  automatically  charged  against  the  income  of  the 
proper  period. 
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Miscellaneous  Income 

Income  such  as  that  derived  from  the  sales  of  molasses  or 
sugar  sold  at  the  mill  should  be  verified.  The  production  records 
of  both  sugar  and  molasses  will  or  should  be  susceptible  of 
reconcilement  with  sales  and  inventories. 

The  auditor  should  inquire  into  sales  of  supplies  from  the 
company  stores  as  well  as  sales  to  the  storekeepers  themselves, 
where  the  stores  are  operated  by  the  company  itself.  To  a 
great  extent,  the  audit  of  accounts  of  any  corporation  in 
this  country  which  operates  so-called  company  stores  will  sug- 
gest the  methods  whereby  inquiry  can  be  made  to  the  best 
advantage. 

Rentals  of  company  property  should  be  accounted  for. 
Such  rentals  may  be  for  cane  lands,  dwellings,  stores,  rolling 
stock,  etc. 

FLOUR  MILLS 

The  operating  accounts  of  flour  mills  do  not  differ  materially 
from  those  of  other  manufacturing  concerns.  However,  there 
are  certain  trade  customs  with  which  the  auditor  must  famili- 
arize himself  before  he  can  interpret  the  accounts  intelli- 
gently. 

First,  he  should  be  familiar  with  the  method  of  com- 
puting the  cost  of  flour.  A  knowledge  of  the  various  steps, 
given  below,  should  enable  the  auditor  to  determine  whether  the 
costs  are  properly  calculated.  Arbitrary  amounts  have  been 
assumed  in  the  illustration  which  appears  on  this  and  the  fol- 
lowing page. 

1.  Bushels  of  wheat  ground  during  period 2,367.6s 

2.  Barrels  of  flour  produced  from  this  wheat 500 

3.  Rates  of  bushels  of  wheat  ground  to  barrels  of  flour  produced  (line  i 

divided  by  line  2) 4-7353 
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Value  per  Bushel  of  Wheat  Mixture  Ground 
(Priced  at  dosing  market  as  at  date  of  examination.) 


Proportion  of  Each 

Closing  Market 

Amount 

Wheat    Grade 

Grade  in  Bushel 

Price  per  Bushel 

per 

Bushel 

X 

"0% 

$2.00 

$ 

.4000 

a 

5 

1.97 

.0985 

3 

8 

1.85 

.1480 

4 

30 

,          1.80 

•  S400 

5 

2 

I-7S 

0350 

Wmter 

35 

1. 91 

.6685 

100% 

$1 

.8900 

Gross  Cost  of  Producing  One  Barrel  of  Flour 

Cost  of  wheat  ground  per  barrel  of  flour,  4. 7353  bushels  at  $1 .89 $8 .  99 

Average  milling  expense  per  barrel  of  flour,  as  shown  by  operating  accounts         .  92 


Total  cost $991 


The  client's  records  should  indicate  the  average  amount  of 
by-product  per  barrel  of  flour  produced.  Omitting  the  con- 
sideration of  waste,  the  result  may  be  illustrated  in  the  following 
way: 

4-7353  bushels  ground,  at  60  lb.  per  bushel 284.  i  lb. 

Converted  into  flour 196 .0 


Available  for  by-product 88 .  i  lb. 

The  several  grades  of  flour  which  may  be  obtained  in  grinding, 
with  the  ratio  of  each  grade  to  the  entire  product,  are  given  in 
the  table  which  appears  on  page  177.  The  several  classes  of 
by-products  and  their  several  ratios  are  given  in  the  same 
table.  The  yield  in  pounds  is  figured;  also  the  cost  price  of  a 
barrel  of  patent  flour  is  shown  in  the  final  calculation. 
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Per  Cent  Weight  in  Pounds 


Grade 
Flour: 

Patent 

First  Clear 

Second  Clear. .  . . 


TO  Total 

.       82.3 

16.8 

•9 


of  Yield 

161. 3 

32.9 
1.8 


Market  Value  op 

Product  Other 

Than  Patent 

Per  Unit  Amount 

$  7.00(a)    $1,176 
5.00  (a)        .045 


100. o 


196.0 


By-products: 

Bran 38 . 2 

Shorts 30.1 

Middlings 10.8 

Oats 2.3 

Red  Dog 18.6 


33-65 

24.00(b) 

404 

26.52 

22.00(b) 

292 

9  SI 

20.00(b) 

09s 

2.03 

.85(c) 

031 

16.39 

28.00(b) 

229 

88.10 


Market  value  of  first  and  second  clear  and  by-products $2 .  272 


~  (a)  Market  value  per  barrel 

(b)  "  "         "    ton 

(c)  "  "        "    bushel 

From  the  above  figures  the  final  calculation  is  made  which 
furnishes  the  cost  of  one  barrel  of  patent  flour. 

Gross  cost  of  producing  one  barrel  of  flour $9>9i 

Less:  Market  value  of  first  and  second  clear  and  by-product 2.27 

Netcostof  82. 3%  of  a  barrel  of  patent  flour $7-64 

Cost  of  one  barrel  of  patent  flour  (in  bulk) $9. 28 


The  cost  of  flour  per  barrel  packed  is  obtained  by  adding 
the  cost  of  the  containers  to  the  bulk  price.  This  may  be  the 
cost  on  one  wood  barrel,  two  half-barrels,  two  98-pound  sacks, 
four  49-p>ound  sacks,  etc.  These  containers  should  be  included 
in  the  cost  at  the  same  price  at  which  the  empties  appear  in  the 
inventory. 
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Wheat  options  and  Unfilled  Sales 

The  flour  milling  companies  do  not,  as  a  rule,  speculate  in 
wheat,  and,  in  order  to  exclude  the  speculative  element  from 
their  business,  orders  taken  for  flour  are  immediately  covered  by 
purchases  of  wheat,  either  cash  wheat  or  wheat  options.  Orders 
taken  for  flour  without  the  protection  of  wheat  purchases  might 
cause  heavy  losses  if  there  were  a  rise  in  the  price  of  wheat  before 
the  delivery  of  the  flour.  Since  wheat  or  wheat  options  must 
be  bought  in  large  lots  and  since  many  of  the  orders  for  flour 
are  for  a  relatively  small  number  of  barrels,  there  is  not,  in 
practice,  a  purchase  of  wheat  for  each  individual  order  of  flour 
taken.  However,  the  purchases  of  wheat  should  keep  pace  with 
the  orders  taken  from  day  to  day  or  over  periods  of  a  few  days, 
and  the  companies  should  not  be  long  or  short  of  wheat  to  any 
material  extent. 

Where  wheat  options  are  purchased  they  are  carried  along 
until  there  is  need  for  the  wheat  itself,  at  which  time  cash  or 
spot  wheat  is  purchased  for  immediate  delivery  and  the  options 
are  sold.  The  effect  is  just  the  same  as  though  cash  wheat  had 
been  originally  purchased  and  stored  until  needed. 

In  view  of  the  constantly  fluctuating  price  of  wheat,  a  condi- 
tion frequently  arises  which  may  be  visualized  by  the  following 
simple  illustration:  A  sale  may  be  made  of  flour  at,  say,  $7 
per  barrel,  it  being  assumed,  say,  that  the  wheat  therein  cost 
(exclusive  of  milling  cost,  selling  expenses,  delivery  charges  and 
profit)  $5.  Another  sale  at  a  different  date  may  be  made, 
because  of  changes  in  the  price  of  wheat  in  the  interim,  at  $10 
per  barrel.  Here  it  may  be  assumed  that  the  cost  of  the  wheat 
is,  say,  $8  per  barrel,  the  milling  cost,  selling  expenses,  delivery 
charges  and  profit  being  substantially  the  same  per  barrel  in 
the  case  of  each  sale. 

If  the  wheat  for  both  orders  is  received  in  the  mill  and  both 
orders  are  filled  within  the  one  fiscal  year,  the  gross  profit  on  the 
flour  sold  (out  of  which  the  milling  cost,  selling  expenses,  de- 
livery charges,  etc.,  mus't  be  paid)  would  average  $2  per  barrel, 
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and  even  though  the  wheat  purchased  for  the  second  order 
arrived  at  the  mill  first  and  was  used  to  fill  the  order  first  taken 
and,  vice  versa,  the  wheat  purchased  to  fill  the  first  order  arrived 
last  and  was  used  to  fill  the  second  order,  the  accounts  for  the 
year  would  still  show  the  correct  result  of  the  business  as  a  whole. 

If,  however,  after  the  first  order  had  been  shipped,  the  fiscal 
year  closed  and  the  second  order  was  not  shipped  until  the 
succeeding  fiscal  year,  the  receipt  of  the  wheat  in  inverse  order 
from  that  in  which  purchased  would,  if  no  adjustment  were  made 
in  closing  the  accounts  at  the  end  of  the  fiscal  year,  indicate 
results  from  operations  which  would  be  entirely  incorrect  and 
misleading.  The  arrival  of  the  wheat  costing  $8  and  using  it  to 
fill  the  $7  order  would  show  an  apparent  loss  of  $1  per  barrel, 
which  would  be  further  increased  by  the  cost  of  milling,  selling 
and  delivery.  Whereas,  in  the  succeeding  fiscal  year,  when  the 
$10  flour  is  shipped,  for  which  the  flour  costing  $5  (purchased 
to  fill  the  first  order)  is  used,  there  would  be  a  gross  profit  of  $5 
per  barrel,  which  would  be  reduced  only  by  the  cost  of  milling, 
selling  and  delivery. 

It  is  apparent  that  neither  the  loss  shown  for  the  one  year 
nor  the  profit  shown  for  the  succeeding  year  is  correct.  When 
the  first  order  was  filled  there  was  a  gross  profit  earned  of  $2  per 
barrel,  regardless  of  which  particular  wheat  was  physically 
used  to  fill  it,  or  of  what  price  was  paid  for  that  particular  lot 
of  wheat.  The  gross  profit  on  each  sales  order  was  $2  per  barrel, 
and  the  accounts  must  be  adjusted  to  reflect  that  true  condition. 

Assuming  now  that  the  wheat  last  ordered  came  in  first  and 
was  used  to  fill  the  order  first  taken  and  that  the  closing  of  the 
fiscal  year  intervened  between  the  filling  of  the  two  orders,  the 
adjustments  made  in  the  accounts  is,  in  effect,  as  follows: 

Purchase  cost  of  wheat  received  prior  to  end  of  fiscal  year $8.00 

Piirchase  cost  of  wheat  ordered  to  fill  sales  order  first  taken 5 .00 

Amount  in  effect  paid  on  account  of  wheat  to  be  received  during  next  fiscal 
year  which  will  be  used  to  fill  order  last  taken $3  00 
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This  amount  of  $3  is  applied  as  an  adjustment  of  inventory, 
that  is,  it  is  added  to  the  inventory  and  a  similar  amount  is 
added  to  th"^  book  profits.  Where  the  opposite  condition 
prevails  the  adjustment  is  made  by  a  deduction  from  the  inven- 
tory and  also  from  the  book  profits. 

When  the  wheat  first  purchased  at  a  cost  of  $5  is  received 
during  the  next  fiscal  year,  this  amount  added  to  the  deferred 
asset  of  $3  above  mentioned  will  make  a  total  cost  of  $8,  which 
when  applied  against  the  sale  price  of  $10  produces  the  proper 
profit  of  $2  per  barrel  for  the  filling  of  the  order  last  taken  and 
which  was  unfilled  at  the  close  of  the  fiscal  year. 

Because  of  the  number  of  transactions  it  is  not  feasible  in 
practice  to  earmark  given  purchases  of  wheat  against  given 
sales  orders  nor  wheat  on  hand  with  given  purchases  or  against 
given  sales  orders;  therefore,  the  procedure  in  arriving  at  the 
adjustment  to  be  made  at  the  close  of  each  fiscal  year  on  the 
principle  above  described  is  as  follows : 

All  wheat  actually  on  hand  is  valued  at  the  market  price 
of  wheat  ruling  at  the  close  of  the  fiscal  year. 

All  flour  on  hand  is  similarly  valued  on  the  basis  of  the 
market  price  of  wheat  ruling  at  the  close  of  the  fiscal  year^ 

(This  means  that  the  flour  is  carried  at  practically  the  selling 
price  less  the  usual  net  profit  and  any  further  expenses  which 
may  be  incurred  before  the  sale  is  made.) 

The  cost  of  the  open  wheat  options  is  set  against  the  market 

value  of  wheat. 
All  unfilled  sales  orders  for  flour  are  set  against  the  market 

price  of  the  flour  at  the  close  of  the  fiscal  year  based  on 

the  market  price  of  wheat. 

The  differences,  plus  or  minus,  arising  from  a  comparison  of 
the  figures  in  the  last  two  instances  above  referred  to  are  applied 
against  the  inventories  of  wheat  and  flour  as  figured  above  to 
prepare  a  correct  inventory  total  and  to  adjust  the  profit  and 
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loss  figures  so  that  these  figures  may  set  forth  the  true  profit 
or  loss  on  the  flour  actually  shipped  in  such  fiscal  year. 

Wheat  and  Flour— Long  or  Short 

A  computation  should  be  made  to  determine  whether  the 
client  is  long  or  short  in'  his  wheat  purchases.  If  sufl&cient 
quantities  of  wheat  have  not  been  purchased  to  cover  the  unfilled 
sales  orders  and  there  is  a  rise  in  the  market  price  of  wheat 
before  the  sales  are  covered,  serious  losses  may  result  in  filling 
contracts  for  the  sale  of  flour. 

A  summary  along  the  following  lines  should  be  prepared 

Long:  Actual         Equivalent  to 

Flour:  Quantities  Bushels  op  Wheat 

At  mill 

In  warehouses 

At  branches 

Bought  to  arrive  (if  any) 

Wheat,  etc.  (exclusive  of  by-product) : 

At  mill 

In  elevators 

Open  trades  "long" 

Bought  to  arrive 

Short: 

Unfilled  orders 

Open  trades  "short" 

Sold  against  consignment  (if  any) 

Net  long  (or  short) 

The  above  statement  should  be  based  upon  the  unit  of  bushels 
of  wheat  and  an  assumption  of  a  certain  equivalent  of  bushels 
of  wheat  required  to  make  a  barrel  of  flour.  The  client's 
experience  (which  varies  from  month  to  month)  will  estabUsh 
this  equivalent. 

Inventories 

The  verification  of  inventories  of  grain,  flour,  feed,  etc.,  of  a 
flour  mill  sometimes  presents  a  considerable  problem  to  the 
auditor.   Very  often  flour  mills,  when  running  to  capacity,  are 
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loathe  to  shut  down  long  enough  to  permit  the  taking  of  a  com- 
plete inventory  during  the  shut-down  period.  On  the  last  day 
of  the  company's  fiscal  year  the  responsible  officials  of  the  com- 
pany may  arrange  to  have  production  cut  off  for  a  very  short 
time,  possibly  less  than  an  hour.  If  such  a  condition  exists  and 
the  auditor  is  to  be  responsible  for  the'  accuracy  of  the  inventory, 
his  work  must  be  well  planned  in  advance  of  the  cut-off  hour. 
He  should  ascertain  the  layout  of  the  mill  in  order  that  he  may 
determine  what  portions  of  the  inventory  must  be  taken  during 
the  short  time  which  the  mill  is  not  in  operation. 

Although  the  mill,  when  in  operation,  will  not  be  using  grain 
out  of  all  the  bins  at  the  same  time,  it  is  advisable  nevertheless 
to  verify  the  complete  inventory  of  wheat  and  other  grains  dur- 
ing the  cut-off  period.  One  very  good  reason  for  such  a  pro- 
cedure is  that  the  mill  may  have  no  control  figures  on  individual 
bins  but  only  on  the  various  kinds  of  wheat  and  other  grains. 
A  comparison  should  be  made  with  such  control  figures  by  the 
auditor  immediately  after  his  verification. 

In  measuring  the  contents  of  bins  care  should  be  taken  not 
to  measure  from  the  top  of  a  heap  or  from  the  bottom  of  a  hole 
in  the  grain,  as  this  would  result  in  a  very  considerable  variation, 
especially  where  the  bins  are  wide.  Having  obtained  the  height 
of  grain  in  the  bins,  reference  should  be  made  to  board  of  trade 
or  other  charts  showing  the  capacity  and  bushels  per  foot  of 
each  bin,  making  sure  that  due  allowance  has  been  made  for  the 
shape  of  the  hoppers  in  the  bottoms  of  the  bins.  Where  grain 
is  on  hand  in  cars,  vessels  or  lighters  ready  to  be  unloaded,  the 
car  number,  names  of  vessels  or  fighters  should  be  obtained,  and 
the  title  to  such  grain  and  the  consequent  inclusion  in  or  exclu- 
sion from  the  inventory  should  be  determined  through  reference 
to  invoices,  bills  of  lading  and  book  entries. 

Such  portion  of  the  flour,  feed  and  other  parts  of  the  inventory- 
should  be  taken  during  the  cut-off  period  as  will  change  rapidly 
when  operations  are  resumed.  The  balance  of  the  inventory 
can  be  verified  a  little  more  leisurely;  however,  no  time  should 
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be  lost,  as  it  is  important  for  the  auditor  to  reconcile  his  count 
with  the  mill  records  as  soon  as  possible.  Care  should  be  taken 
to  keep  flour,  feed,  etc.,  which  is  ground  after  the  mill  starts  to 
operate  again  separate  from  that  on  hand  prior  to  the  cut-off 
until  the  auditor  is  sure  that  his  count  is  correct.  Where  flour, 
feed,  etc.,  has  been  loaded  for  shipment,  a  memorandum  of  the 
shipments  represented  should  be  obtained  in  order  that  it  may  be 
ascertained  from  the  sales  record  when  such  shipments  were 
billed  out  and  determined  whether  or  not  they  should  be  included 
in  the  inventory. 

It  may  be  that  the  cut-off  is  for  convenience  a  day  or  two 
before  the  close  of  the  fiscal  year  or  a  day  or  two  after.  Where 
this  is  the  case,  it  will  be  necessary  for  the  auditor  to  adjust  his 
count  to  the  end  of  the  fiscal  year.  In  doing  so,  care  should  be 
taken  to  see  that  the  quantity  of  flour  produced  from  the  wheat 
ground  during  those  days  agrees  with  the  mill's  experience. 

For  rates  of  depreciation  on  various  flour  milling  machinery 
and  equipment,  see  Accountants^  Index,  page  473. 

SAWMILL,  LOGGING  AND  TIMBER  COMPANIES 

Lumber  production  is  the  primary  purpose  for  which  sawmills 
are  built,  and  it  is  the  ultimate  purpose  for  which  logging  and 
timber  companies  are  organized.  Lumber  production  is  readily 
divisible  into  two  principal  operations:  first,  logging  and  trans- 
portation, which  includes  felling  the  trees  and  transporting  the 
logs  to  the  mill;  and,  second,  cutting  the  logs  into  lumber.  In 
some  cases  a  timber  company  owns  the  timber,  a  logging 
company  fells  the  trees  and  transports  the  logs  to  the  mill,  and 
a  sawmill  company  operates  the  sawmill.  In  some  cases  the 
sawmill  company  owns  its  timber,  carries  on  the  logging  opera- 
tions and  operates  the  sawmill.  In  any  case  the  process  is  the 
same.  Therefore,  the  special  points  of  interest  to  the  auditor 
will  be  discussed  without  further  reference  to  the  separate  cor- 
porations which  may  carry  on  the  several  op>erations. 
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Timber  is  usually  spoken  of  as  "stumpage,"  meaning  the 
timber  in  standing  trees  above  a  certain  size  in  a  specified  area. 
Stumpage  is  reckoned  in  terms  of  trees,  stumps  or  "log-scale," 
and  is  determined  by  a  "cruise,"  or  estimate  made  by  timber 
experts. 

Timber  Purchases 

Standing  timber,  or  stumpage,  is  acquired  in  several  ways. 
There  may  be  an  outright  purchase  of  land  and  the  timber 
thereon,  or-  there  may  be  a  purchase  of  the  timber  only.  The 
mere  right  to  cut  and  remove  the  timber  on  a  royalty  basis  may 
be  all  that  is  acquired.  Frequently  large  areas  of  timber  are 
acquired  for  cash,  and  bonds  are  issued  to  finance  the  trans- 
action. A  common  consideration  in  connection  with  acquisitions 
other  than  by  outright  purchase  is  that  a  fixed  price  per  ttee  or 
per  stump  will  be  agreed  upon,  the  stumps  being  counted  when 
the  land  is  cleared.  Another  form  of  consideration  is  that 
stumpage  will  be  paid  for  at  a  fixed  price  per  one  thousand  feet 
of  logs,  log-scale. 

Where  limiber  purchases  are  made  by  the  issue  of  bonds, 
the  auditor  should  give  the  usual  attention  to  the  issues, 
interest  coupons  and  particularly  to  the  sinking  fund  provisions. 
Other  payments  made  or  accrued  should  be  verified.  Whether 
or  not  bond  interest  and  other  carrying  charges,  such  as  taxes 
and  protection,  should  be  capitalized,  i.e.,  charged  against  the 
timber,  or  included  among  the  operating  expenses,  is  largely 
a  question  of  policy  and  expediency.  If  the  tract  is  large,  and 
much  of  the  timber  will  not  be  removed  for  a  number  of  years, 
it  would  be  proper  to  capitalize  these  charges.  However,  if  the 
tracts  are  relatively  small,  and  the  timber  is  to  be  cut  in  the 
near  future,  it  may  be  satisfactory  to  include  such  charges  in 
current  operating  expenses.^ 

The  auditor  should  examine  aU  deeds,  contracts  of  sale  and 


*As  to  the  procedure  required  for  income  tax  purposes  see  Montgomery, 
Income  Tax  Procedure,  1922,  page  11 20. 
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agreements  respecting  the  company's  timber  interests.  Where 
only  the  right  to  cut  and  remove  the  timber  is  acquired,  it  is 
frequently  found  that  the  right  is  limited  in  point  of  time.  In 
such  cases  the  auditor  should  ascertain  whether  the  company 
has  sufficient  time  within  which  to  cut  and  remove  the  timber, 
or  whether  its  inability  to  do  so  within  the  specified  time  will 
result  in  the  forfeiture  of  valuable  rights.  Some  sawmills  are 
built  with  a  view  to  cutting  the  timber  on  a  given  tract  or  tracts 
which  the  company  owns  or  to  which  the  company  has  unques- 
tionable access.  Other  mills  are  sometimes  built  with  a  view 
to  cutting  the  timber  on  numerous  tracts  to  which  the  company 
expects  to  obtain  access.  While  it  is  always  in  order  for  an 
auditor  to  consider  the  timber  supply  available  to  the  sawmill, 
it  is  especially  important,  in  the  case  of  those  companies  that 
may  not  have  acquired  their  rights,  that  the  auditor  ascertain, 
in  so  far  as  he  can  reasonably  do  so,  whether  there  is  a  probabi- 
lity that  the  company  will  be  unable  to  obtain  those  rights. 
Strong  competition  is  one  agency  that  could  deprive  such  a 
company  of  access  to  timber  which  might  be  essential  to 
successful  operation. 

Depletion 

When  a  company  is  cutting  its  own  timber  it  obtains  the 
operating  charge  for  stumpage,  which  is  the  raw  material  factor 
in  the  cost  of  producing  logs,  by  dividing  the  cost  of  the  tract, 
less  the  value  of  the  land,  by  the  estimated  number  of  feet  of  logs 
obtainable  from  it.  The  offset  for  this  charge  is  a  credit  to 
"reserve  for  depletion  of  standing  timber."  When  the  timber 
owned  by  the  company  has  been  completely  cut,  the  reserve  for 
depletion  should,  of  course,  exactly  offset  the  balance  of  the 
timber  accoimt.  However,  this  result  is  affected  by  a  number 
of  factors,  such  as  the  natural  growth  of  the  timber,  the  extent 
to  which  dead  or  fallen  trees  can  be  utilized,  the  minimum  size  of 
trees  cut  and  errors  in  the  original  cruise.  Although  the  actual 
rate  of  depletion  may  be  more  than  that  originally  calculated, 
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it  is  usually  less,  due  to  the  factors  tending  to  make  the  cut 
"over-run"  the  cruise.  The  rate  used  should  be  tested  from  time 
to  time  by  comparing  the  log  measure  of  a  given  section  with  the 
cruise  for  that  section.  If  the  comparison  shows  that  a  greater 
quantity  of  logs  was  obtained  from  the  section  than  it  was 
estimated  to  contain,  the  reserve  account  can  be  charged  with 
the  excess  and  a  special  income  account  credited.  In  this 
way  the  value  of  the  operating  statements  for  comparison 
purposes  is  preserved,  and  the  actual  earnings  are  reflected  in 
the  income  account,  instead  of  remaining  buried  in  the  reserve 
account.  On  the  other  hand,  if  the  comparison  shows  a  smaller 
quantity,  the  reserve  may  be  credited  and  a  special  income 
accoxmt  charged.  Of  course,  the  proper  procedure  in  either 
case  is  to  adjust  the  depletion  rate  to  conform  with  the 
facts. 

When  timber,  including  landjTias  been  acquired  by  purchase, 
it  is  often  assumed  that  the  purchase  price  represents  the  cost 
of  the  timber,  the  land  itself  being  assigned  no  appreciable 
value.  However,  after  the  land  has  been  cleared  of  its  timber, 
attempts  are  often  made  to  sell  it,  and  a  land  account  is  opened 
on  the  basis  of  arbitrary  valuations  of  the  land.  If  these 
accounts  have  been  opened  with  corresponding  credits  to  the 
original  timber  accounts,  the  depletion  rate  should  be  adjusted 
accordingly,  otherwise  the  reserve  for  depletion  will  exceed  the 
timber  account.  The  auditor  should  make  certain  that  proper 
accounts  have  been  credited  for  the  amounts  set  up  as  land 
values. 

Many  companies  have  revalued  their  holdings  as  of 
March  i,  i9i3,for  federal  tax  purposes.  There  is,  therefore,  no 
objection  to  the  capitalization  of  the  land  value  shown  by  the 
appraisal,  but  it  should  be  noted  that  any  appreciation  taken 
into  the  accounts  should  be  credited  to  an  account,  "surplus 
arising  from  revaluation,"  and  not  credited  to  "earned  surplus," 
until  the  appreciated  value  of  any  part  shall  have  been  realized 
by  sale. 
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Plant  Amortization 

The  value  of  a  sawmill  plant  is  measured  largely  by  the 
quantity  of  available  timber.  In  practically  every  case  the 
plant  becomes  useless  and  valueless  when  the  available  timber 
has  been  cut.  Consequently,  the  plant  should  be  depreciated, 
or  rather  amortized  on  the  basis  of  the  expected  duration  of  the 
timber  supply.  It  is  difficult  to  arrive  at  an  exact  rate  for  this 
amortization.  The  general  rule  is  that  when  the  timber  has 
been  cut  the  plant  is  hardly  worth  the  expense  of  dismantling  it. 
Nevertheless,  the  company's  logging  roads  and  right-of-ways 
may  run  through  rich  country  and  make  them  valuable  additions 
to  existing  railroads;  furthermore,  the  camps  and  various  mill 
properties  may  furnish  the  nucleus  of  new  commum'ties.  Under 
these  conditions  the  logging  roads,  rolling  stock  and  general 
plant  may  be  disposed  of  at  a  fair  value.  The  most  expedient 
procedure,  which  perhaps  should  be  modified  to  suit  local 
conditions  in  each  case,  is  for  the  company  to  arrive  at  a  rate  by 
dividing  the  initial  cost  of  the  plant  by  the  estimated  available 
footage.  Subsequent  additions  or  betterments,  unless  of  marked 
importance,  should  not  be  capitalized.  If,  perchance,  their 
benefits  extend  clearly  over  more  than  one  accounting  period 
they  can  be  inventoried  at  the  close  of  the  first  period,  and  any 
continuing  value  deferred  to  the  later  period.  To  illustrate, 
it  is  proper  to  capitalize  a  new  box  factory,  or  an  additional 
sawing  unit;  but  such  items  as  miscellaneous  sheds,  platforms, 
woods  camps,  temporary  logging  roads,  small  equipment,  etc., 
are  items  that  should  not  be  capitalized. 

Outside  Activities 

Sawmill  operations  are  as  a  rule  carried  on  in  sparsely  popu- 
lated districts,  and  are  often  found  to  include  complete  commun- 
ity imits.  The  company  may  own  and  operate  its  own  retail 
stores,  tenements,  recreation  centers,  hospital,  bank,  building 
and  loan  association,  etc.  It  furnishes  the  mill  town  with  water 
and  electric  current.    It  may  own  considerable  railroad  rolling 
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stock,  and  a  fleet  of  vessels.  Each  of  its  activities  should  be 
accounted  for  in  much  the  same  manner  as  if  it  were  conducted 
by  private  enterprise. 

Income 

The  auditor  should  account  for  all  lumber  cut,  and  should 
give  close  attention  to  the  revenues  from  the  various  activities 
of  the  company,  such  as  sales  of  timbered  tracts,  timber,  logs, 
cut-over  lands,  farms,  lots,  etc.,  rent  of  company  houses  and 
buildings,  income  from  water  and  electric  current,  sales  of 
sawdust,  firewood  or  other  by-products,  charge  and  cash  sales 
at  the  stores  and  commissaries. 

Log  and  Lumber  Inventories 

The  verification  of  inventories  of  logs  and  lumber  presents  no 
unique  problems.  Logs  to  be  accounted  for  are  those  in  the 
woods,  those  en  route  to  the  mill  and  those  in  the  mill  pond. 
If  the  auditor  cannot  otherwise  satisfy  himself  that  the  logs 
reported  at  these  points  are  correctly  stated,  he  should  secure 
the  services  of  a  competent  independent  scaler  and  have  him 
report  thereon.  The  quantity  of  logs  in  the  inventory  can 
generally  be  substantiated  by  comparing  the  delivery  records 
with  the  production  records,  and  by  a  study  of  the  mill  require- 
ments or  other  local  factors.  Lumber  for  the  most  part  will  be  in 
well-arranged  piles.  The  auditor  can  usually  test  a  given 
number  of  piles  of  his  own  selection  taken  at  random  and  satisfy 
himself  of  the  accuracy  of  the  quantities  of  lumber  on  hand. 
To  do  this,  however,  he  should  be  on  hand  when  the  inventory 
is  taken,  or  soon  after,  because  the  turnover  in  a  sawmill  is 
usually  rapid.  Arithmetical  computations  of  log  and  lumber 
inventories  should  receive  careful  scrutiny.  Production  records 
should  be  reconciled  with  the  shipment  records  and  any  differ- 
ences studied  for  their  significance.  A  check  on  the  lumber 
shipped  and  in  the  inventory  can  be  obtained  by  reference  to 
the  scale  as  the  logs  are  taken  into  the  mill — the  "deck  scale." 
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Theoretically,  the  deck  scale  should  agree  with  the  tally  of 
lumber  sawn,  but  normally  the  latter  "over-runs"  or  exceeds 
the  deck  scale  by  about  10  per  cent.  In  accounting  for  the 
lumber  sawn,  a  shrinkage  is  to  be  expected  between  the  tally 
of  lumber  sawn  and  that  shipped.  Part  of  this  shrinkage  occurs 
in  the  planing  mill  operations,  and  part  in  practically  every 
other  handling  of  the  lumber.  It  is  due  to  breakage,  errors,  etc. 
However,  these  shrinkages  should  be  watched  and  studied. 
Logs  should  be  carried  at  cost,  as  should  the  lumber  in  the 
inventories.  The  cost  of  stumpage  is  usually  considered  a 
part  of  the  timber  value  until  the  logs  have  been  scaled.  An 
examination  of  the  cost  methods  in  use  should  be  made,  in 
order  that  the  costs  used  for  inventory  purposes  may  not  contain 
improper  inclusions.  .    . 

Underweights  and  Overweights 

Lumber  is  commonly  sold  by  the  sawmill  on  a  "delivered" 
basis,  which  means  that  the  invoice  to  the  customer  includes  the 
freight,  which  is  estimated  in  accordance  with  standard  weights. 
The  actual  freight  is  paid  by  the  consignee,  and  deducted  from 
the  amount  of  the  invoice  in  his  settlement.  If  the  actual 
freight  paid  by  the  customer  is  less  than  the  amount  included 
in  his  invoice,  the  difference  is  income  to  the  shipper,  and  goes 
by  the  name  "underweights."  When  the  opposite  occurs  the 
difference  is  known  as  "overweights."  The  auditor  should 
scrutinize  the  deductions  for  freight  made  by  customers,  to  see 
that  they  agree  with  charges  on  the  railroad  expense  bills  and 
bills  of  lading  which  should  accompany  the  remittances.  In 
one  instance,  several  hundred  dollars  were  recovered  from  one 
customer  of  a  western  sawmill,  who  had  for  years  been  making 
settlements  which  included  deductions  for  estimated  instead  of 
for  actual  freight.  The  sawmill  had  been  losing  legitimate 
income  in  underweights,  which  could  have  been  avoided,  had 
it  made  current  comparison  of  the  customer's  settlements  with 
the  railroad  bills. 
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Railroad  Claims,  etc. 

An  auditor  can  frequently  be  of  value  to  a  sawmill  client 
by  directing  his  attention  to  the  possibility  of  recoveries  on  rail- 
road claims.  Errors  on  bills  of  lading  and  expense  bills  are 
frequently  made,  and  if  they  are  such  as  to  make  necessary  further 
payment  to  the  railroad,  the  latter  is  not  slow  to  follow  them  up. 
Lumber  companies,  however,  are  less  active,  as  a  rule,  in  verify- 
ing these  bills,  and  consequently  miss  many  opportunities  for  ma- 
king substantial  additions  to  their  earnings  from  underweights. 

Pay-rolls  and  other  matters  common  to  the  average  audit 
should  receive  the  auditor's  attention.  If  trade  checks  or  trade 
coupons  are  used  by  the  company  stores,  their  issue  and  redemp- 
tion should  be  examined. 


CHAPTER  IX 

MINING  AND  OIL 

This  chapter  is  devoted  to  the  consideration  of  some  of  the 
important  points  in  the  audit  of  coal  mines,  metal  mines  and  oil 
wells.  The  income  tax  features  of  these  industries  are  covered 
fully  in  the  author's  Income  Tax  Procedure,  1922,  Chapter 
XXXIII. 

COAL  MINING 

A  coal  mining  concern  generally  operates  several  coal  mining 
properties  at  a  sufficient  distance  from  each  other  to  make 
necessary  the  establishment  of  a  mine  office  at  each  property. 
As  a  rule  there  is  operated  in  connection  with  each  mine  the 
company  houses,  a  store  and  sometimes  a  warehouse.  At  some 
central  point  there  is  generally  found  the  works,  general  office,  a 
machine  shop,  a  powder  house,  a  general  warehouse,  a  farm  for 
the  live  stock  and,  in  some  cases,  a  brick  works.  It  can  be  seen 
from  the  foregoing  that  the  audit  of  a  coal  mining  company 
presents  problems  of  a  varied  nature. 

The  results  of  the  op>erations  of  each  of  the  several  activities 
should  be  kept  separate  from  those  arising  from  the  mining  of  the 
coal,  so  that  it  can  be  determined  whether  the  results  from  each 
activity  are  satisfactory. 

An  auditor  engaged  to  audit  the  accounts  of  a  mining  enter- 
prise for  the  first  time  will  do  well  to  make  an  inspection  of  the 
mine  workings  and  equipment,  accompanied  by  the  client's 
engineer  or  mine  superintendent.  Careful  observation  will 
give  him  some  idea  of  the  condition  of  the  equipment  and  scope 
of  the  undertaking,  which  should  be  of  assistance  to  him  when 
auditing  the  books  and  preparing  the  financial  statements. 

191 
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Income 

Since  the  largest  source  of  income  is  from  the  sale  of  coal, 
the  inventories  and  the  sales  tonnages  should  be  proved  with  the 
•production  records.  Deductions  from  miners'  wages  for  "black- 
smithing"  (dressing  their  tools)  are  frequently  made  on  the  basis 
of  production;  when  so,  the  collection  of  this  income  can  be 
verified  in  total.  Arrangements  are  usually  made  with  com- 
panies operating  general  stores  at  the  mines  (unless  the  mining 
company  operates  its  own  stores,  which  will,  in  that  case,  be 
audited  separately)  to  allow  the  miners  to  make  purchases  on 
credit,  the  amounts  due  therefor  being  deducted  from  the  wages 
of  the  mining  company's  employees.  Commissions  on  these 
collections  are  generally  charged  by  the  mining  companies. 
The  collection  of  rents  from  lands  and  houses  owned  by  the  com- 
pany, income  from  coal  lands  and  equipment  leased  to  others 
and  sales  of  scrap  should  also  be  verified. 

Some  coal  companies  own  railroad  cars,  for  the  use  of  which 
income  should  be  received  from  the  railroad  companies  on  a 
mileage  basis.  All  cars  owned  by  the  company  should  be 
accounted  for  by  the  auditor  as  being  used,  idle  or  laid  up  for 
repairs,  at  least  during  the  month  or  two-month  period  immedi- 
ately preceding  the  date  of  the  examination.  If  cars  are  damaged 
when  being  used  by  the  railroads  it  is  incumbent  upon  the 
latter  to  make  the  necessary  repairs,  or,  in  case  cars  are  destroyed, 
to  pay  for  them  at  prices  fixed  by  the  Master  Car  Builders 
Association.  In  case  cars  are  destroyed,  the  auditor  should  see 
that  the  proper  adjustments  are  made  on  the  books  to  cover  the 
amount  collected  or  to  be  collected  from  the  raihoad  and  the 
depreciated  book  value  of  the  cars. 

Royalties 

The  matter  of  royalties  on  coal  mined  from  leased  lands 
requires  careful  attention.  They  are  based  upon  tonnage  of 
production  or  cubic  yards  or  acreage  of  the  seams  worked,  and 
the  royalty  agreements  usually  provide  for  a  minimum  annual 
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payment,  in  the  event  that  the  production  is  so  small  that  the 
regular  royalty  rate  would  not  require  payments  equal  to  the 
fixed  minimum. 

In  the  case  of  comparatively  new  mines  the  minimimi  royal- 
ties are  usually  paid  during  the  sinking  of  shafts  and  period  of 
development  work.  If  the  lease  agreement  allows  a  lessee  to 
recoup  himself  subsequently  for  the  portion  of  the  minimum 
royalty  paid  in  excess  of  the  amount  earned  (calculated  on  a 
tonnage  basis),  such  excess  is  usually  carried  among  the  assets 
as  a  deferred  charge.  As  the  production  increases  to  a  point 
beyond  that  at  which  the  royalty,  calculated  on  a  tonnage  basis, 
equals  the  fixed  minimum,  and  the  lessee  begins  to  recoup  him- 
self for  the  advance  royalties,  the  amounts  of  such  retained 
royalties  should  be  applied  in  reduction  of  the  deferred  charge 
above  mentioned. 

It  is  important  that  aU  royalty  agreements  be  carefully 
examined,  and  if  they  do  not  provide  that  the  lessee  may  recoup 
himself  for  advance  royalties,  the  latter  should  be  charged  against 
revenue.  It  sometimes  occurs,  where  a  mine  is  being  operated 
imder  several  leases,  that  only  a  portion  of  the  leased  lands  are 
being  mined,  and  that  portions  thereof  will  never  be  worked. 
Obviously,  any  minimum  royalties  paid  under  leases  covering 
lands  in  that  class  should  not  be  carried  as  deferred  charges, 
and  for  that  reason  the  "advance  royalties"  account  should 
be  carefully  analyzed  and  such  charges  eliminated  if  included 
therein. 

If  a  time  limit  is  set  in  which  the  lessee  must  recoup  himself 
for  advance  royalties,  any  portion  still  carried  as  a  deferred 
charge  at  the  time  the  limit  expires  should  be  charged  off  at 
once. 

Fixed  Assets 

All  land,  plant  and  equipment  accounts  should  be  scru- 
tinized, and  only  such  charges  should  be  included  as  represent 
the  cost  of  lands  which  add  to  the  area  of  coal  available  for 
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future  mining,  or  which  cover  expenditures  for  development, 
construction  and  equipment  which  will  result  in  increased  pro- 
duction. 

Live  Stock 

The  record  of  live  stock  should  be  compared  with  reports  of 
the  mine  superintendent  and  adjustments  made  to  eliminate  the 
animals  which  died  or  which  were  sold  during  the  period  so  that 
the  capital  account  will  represent  actual  Uve  stock  in  use. 

Betterments  and  Renewals 

In  some  cases  betterments  and  renewals  are  charged  to 
operating  expenses.  Items  which  in  some  cases  would  be  con- 
sidered as  additions  are  likewise  charged  to  operating  expense 
where  it  is  felt  that  such  additions  do  not  increase  the  earning 
power  of  the  plant,  but  are  required  for  extensions  to  maintain 
the  normal  production.  There  is  no  objection  to  such  a  policy 
if  the  items  are  not  too  large  or  if  there  are  items  of  this  nature 
recurring  in  practically  every  year.  If  the  items  are  very  large 
they  should  be  capitalized  and  written  off  on  the  same  basis 
as  the  balance  of  the  plant. 

Depreciation  and  Depletion 

Provision  should  be  made  for  reduction  of  equipment,  devel- 
opment and  construction  accounts  to  the  amount  of  the  residual 
value  of  the  machinery  included  therein  by  the  time  the  mines 
are  exhausted,  or  when  the  leases  expire.  This  is  usually  done  by 
charging  mining  costs  at  a  certain  rate  per  ton  of  production. 
Occasionally  the  straight-line  method  of  depreciation  is  used. 
The  depreciation  of  railroad  cars,  if  any  are  owned,  and  of  live 
stock,  should  not  be  taken  care  of  on  such  a  basis,  however,  but 
on  the  basis  of  probable  length  of  service. 

While  it  is  desirable  to  provide  for  depreciation  in  value  of 
lands  by  reason  of  the  depletion  of  the  coal  thereunder,  it  is 
not  certain  that  mining  companies  are  legally  required  to  replace 
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such  wasting  capital  by  reserving  any  portion  of  their  earnings 
therefor.  When  this  is  not  done,  the  auditor  can  only  call 
attention  to  the  advisability  of  such  a  course,  which,  when 
followed,  is  usually  based  on  the  number  of  tons  produced.  The 
following  extract  from  a  paper  prepared  by  A.  Lowes  Dickinson, 
C.P.A.,  and  read  at  the  St.  Louis  Congress  of  Accountants  in 
1904,  is  of  interest  in  this  connection: 

In  the  case  of  minerals,  the  product  taken  out  of  the  land  becomes  the 
stock-in-trade  of  a  corporation  as  soon  as  it  is  extracted,  and  whatever  the 
land  was  worth  before  its  extraction,  it  is  clearly  worth  an  appreciable 
amount  less  thereafter.  The  provision  to  be  made  shovdd  be  on  the 
basis  of  the  nvunber  of  tons  extracted,  having  regard  to  the  total  tonnage 
available  and  to  the  realizable  value  of  the  property  after  the  minerals 
have  all  been  extracted.  The  same  principle  would  also  apply  to  timber 
lands  where  no  provision  is  made  for  reforesting.  The  contention  is  some- 
times made  that  no  provision  need  be  made  for  exhaustion  of  minerals 
where  the  amount  of  mineral  known  to  be  in  a  definite  tract  at  the  end  of 
any  period  is  largely  in  excess  of  that  which  had  been  discovered  at  the 
beginning  of  the  period.  This  argument  carmot,  however,  for  a  moment 
be  admitted,  except  as  a  reason  for  reducing  the  tonnage  rate  to  be  provided. 
As  a  general  principle,  whatever  there  was  in  the  land,  whether  known  or 
unknown,  has  been  reduced  during  the  period  under  consideration  by 
whatever  amount  has  been  extracted;  and  while  the  new  discoveries  may 
be  accepted  as  reducing  the  necessary  rate  of  provision  for  extinction  from, 
say,  one  dollar  to  one  cent  per  ton,  the  original  principle  that  provision 
must  be  made  holds  good  on  the  smaller  figure,  whatever  it  is.  It  may  be, 
of  course,  that  the  provisions  made  in  earlier  years  have  been  svifficient 
to  cover  a  number  of  future  years  on  the  basis,  from  the  commencement, 
of  the  rate  subsequently  found  to  be  sufficient  in  view  of  the  new  discoveries, 
and  in  this  case  there  is  obviously  no  necessity  to  provide  further  for  extinc- 
tion until  the  total  production  at  the  new  rate  is  equal  to  the  total  amount 
written  off. 

The  auditor  should  obtain  at  each  examination,  if  possible, 
the  engineer's  reports  of  surveys  of  the  acreage  of  coal  unmined, 
from  which  data  a  calculation  should  be  made  to  determine 
whether  the  amount  reserved  for  depletion  is  adequate. 

The  question  of  depletion  of  coal  mines  has  an  added  import- 
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ance  due  to  the  deductions  to  be  made  for  depletion  in  the 
preparation  of  federal  tax  returns.^ 

The  following  quotations  from  the  remarks  under  "Preliminary 
Considerations"  in  the  "Report  and  Suggestions  of  Committee 
on  Standard  System  of  Accounting  and  Analyses  of  Cost  of 
Production"  of  the  National  Coal  Association,  prepared  for 
the  annual  meeting,  May,  1919,  should  be  of  assistance  to  the 
auditor  in  the  matter  of  depletion  and  depreciation. 

In  the  case  of  some  mines,  the  greater  cost  will  be  the  coal;  in  another, 
the  equipment ;  and  the  cost  of  development  will  be,  more  or  less,  according 
to  the  physical  conditions  of  each  operation,  but  all  these  elements  make  a 
coal  mine,  and  when  the  operating  stage  is  reached  their  combined  value  as 
a  mine  is  greater  than  the  sum  of  their  separate  costs. 

They  all  depreciate  together  as  the  coal  is  exhausted,  for  when  the 
coal  is  gone,  or  the  right  to  the  coal  has  elapsed,  the  plant  and  equipment 
have  little  or  no  value  and  the  development  is  lost. 

Capital  investment  in  a  coal  mine  is  not  a  permanent  asset;  it  is  only 
an  outlay  preliminary  to  the  extraction  of  the  coal ;  it  is  merely  an  advanced 
or  deferred  charge  upon  future  income,  which  capital,  if  recovered,  must 
be  recovered  with  the  current  expenses  of  operation  out  of  the  proceeds 
of  coal  sold. 

By  dividing  the  cost  of  the  mine  by  the  total  number  of  tons  practically 
recoverable  through  present  shafts  and  openings,  the  rate  per  ton  necessary 
to  redeem  such  cost  will  be  found. 

In  Coal  Mining  the  exact  unit  for  the  measurement  of  work  done  is  the 
ton  of  coal  mined.  It  is  also  the  exact  unit  for  measuring  depletion  of 
mineral,  wear  and  tear  from  use  of  equipment,  and  exhaustion  of  develop- 
ment. Development  is  a  mere  easement,  the  value  of  which  disappears 
when  the  coal  is  gone. 

A  coal  mine  being,  as  emphasized,  made  up  of  several  elements,  all 
depreciating  as  the  coal  is  mined,  such  depreciation  is  composite,  accruing 
at  a  rate  concurrent  with  the  rate  of  extraction.  The  necessary  rate  per 
ton  being  determined,  the  aggregate  depreciation  for  any  accounting  period 
should,  of  course,  as  far  as  practical,  be  distributed  among  the  various 
elements  in  proportion  to  their  respective  costs  or  value. 

The  doctrine  that  measures  depreciation  of  coal  mine  plant  and  equip- 
ment in  terms  of  time  (excepting,  of  course,  some  leasehold  propositions) 


'Montgomery,  Income  Tax  Procedure,  1922,  pages  1166-1240. 
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is  fallacious,  as  tested  by  the  further  assertion  that  a  completely  equipped 
mine  could  be  maintained  indefinitely  without  depletion  or  wear  and  tear 
if  no  coal  were  mined,  by  minor  repairs. 

Therefore,  we  insist,  as  a  general  rule — excepting  some  leaseholds — 
that  the  correct  measure  of  the  depletion  and  depreciation  experienced  in 
mining  coal  is  the  ton  of  coal  mined. 

After  a  coal  mine  has  been  developed  and  equipped  to  its  planned 
output  capacity,  charges  to  its  Capital  Account  should  cease,  and  thereafter 
there  will  be  few  if  any  permissible  charges  to  that  account. 

Usually  after  one-third  or  one-half  the  life  of  the  mine  has  elapsed,  and 
from  time  to  time  thereafter  additions  to  power  plant  and  major  items  of 
equipment  will  be  necessary,  and  the  Cost  thereof  should  be  set  up  in  appro- 
priate Additions  and  Betterment  Accounts,  and  for  these  will  have  to  be 
established  an  additional  and  separate  depreciation  rate  based  on  the 
remaining  coal  or  life  of  the  mine. 

At  the  end  of  each  month.  Operating  Account  should  be  charged,  and 
Depreciation  credited  with  an  amount  equivalent  to  the  depreciation  rate 
multiplied  by  the  number  of  tons  mined  during  the  month.  At  the  end  of 
the  year  Depreciation  should  be  charged  with  the  year's  accumulation 
and  the  respective  elements  of  the  mine  written  off  in  proper  proportions. 
If,  however,  the  operator  prefers  to  allow  total  Depreciation  to  stand  as 
a  credit  on  the  ledger,  it  should  in  the  Balance  Sheet  be  exhibited  as  a  deduc- 
tion from  the  cost  of  property.  Irrespective  of  which  way  it  is  handled 
on  the  General  Ledger,  the  proper  reducing  entries  should  be  made  against 
each  element  of  the  property  in  the  Plant  Ledger. 

In  the  case  of  mines  operated  under  lease,  if  the  leasehold  rights  rxm 
longer  than  the  probable  period  required  to  exhaust  the  estimated  available 
coal,  the  same  factor  of  Depreciation  applies;  but  if  the  life  of  the  lease  is 
shorter  than  the  probable  period  required  to  get  all  the  coal,  the  monthly 
charge  to  Operating  Account  and  corresponding  credit  to  Depreciation 
should  be  such  proportion  of  the  cost  of  the  mine  as  one  month  is  of  the 
remaining  term  of  the  lease. 

Funds  representing  Depreciation  accumulations,  if  not  periodically 
applied  to  the  retirement  of  outstanding  securities  or  obligations,  should 
be  kept  liquid  for  that  purpose  or  invested  in  assets  distinct  from  the 
depreciating  property. 

Before  any  profit  or  net  income  can  be  realized,  current  expenses  for 
labor  and  for  material  consumed,  current  repairs,  replacements  and  depre- 
ciation must  be  made  good  out  of  gross  income. 

Hence,  sound  consideration  of  the  oature  of  investment  in  coal  mining 
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or  any  other  wasting  industry  dictates  that  all  outlay  must  be  classified 
and  dealt  with  as  follows: 

(a)  The  initial  cost  of  the  mine  in  its  entirety,  chargeable  to  Capital 
Account — and  which  must  be  redeemed  by  periodically  setting  aside,  from 
current  gross  income,  sufficient  amounts  to  replace  such  investment  within 
the  life  of  the  mine.  It  is  obvious  that  the  fimd  thus  derived  must  be  held 
inviolate  for  ultimate  capital  redemption,  and  if  not  applied  immediately 
to  the  retirement  of  outstanding  securities,  invested  in  assets  separate  from 
the  depreciating  property  or  kept  liquid  in  the  business. 

(b)  The  cost  of  Additions  and  Betterments,  so  large  that  such  costs 
should  be  capitalized,  must  likewise  be  redeemed  by  setting  aside  from  gross 
income  adequate  provision  for  reimbursing  such  cost  during  the  life  of  the 
mine. 

(c)  To  ordinary  Operating  Expense  should  be  charged  the  cost  of 
repairs  and  replacements  of  plant  and  equipment,  and  also  cost  of  additional 
equipment  necessary  because  of  the  extension  of  workings  to  maintain  the 
normal  output. 

Sinking  Funds 

Mortgages  upon  coal  and  ore  lands  usually  provide  for  the 
establishment  of  a  sinking  fund  from  which  to  pay  off  the 
mortgage,  either  in  instalments  or  in  full  on  a  specified  date. 
The  auditor  should  read  carefully  all  of  the  mortgages  on  the 
property  and  call  attention  to  any  unpaid  sinking  fund  charges. 
The  trustee  cannot  always  be  depended  upon  to  collect  the 
instalments  and  for  this  reason  it  is  incumbent  upon  the 
auditor  to  make  his  own  investigation. 

Some  mortgages  require  payments  to  be  made  into  the 
sinking  funds  on  the  basis  of  the  entire  tonnage  mined  (which 
would  include  all  coal  consumed  in  the  company's  operations) 
while  others  base  the  charge  only  on  commercial  production, 
which  would  be  only  that  actually  sold.  The  auditor  should 
verify  the  amount  and  basis  of  the  payments  made. 

The  cash  held  by  sinking  fund  trustees  is  to  be  used  for 
retiring  mortgage  obligations  only,  and  therefore  should  be 
shown  separately  on  the  balance  sheet  and  not  mingled  with 
current  cash  accounts. 
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Materials 

When  warehouses  are  maintained  at  each  mine  and  records 
are  kept  of  the  receipt  and  issue  of  materials  it  is  not  difficult 
to  account  for  the  materials.  Sometimes  the  materials  are 
issued  to  the  various  works  from  a  central  warehouse  in  fairly 
large  quantities  and  charged  to  operations.  In  such  cases  the 
auditor  should  ascertain  whether  substantial  quantities  of 
materials  are  being  wasted  because  they  are  being  requisi- 
tioned too  long  in  advance  of  their  immediate  need.  He  should 
also  consider  the  effect  of  such  charges  for  materials  on  the 
operating  results  and  on  the  inventory  totals. 

Pay-Rolls 

The  system  of  internal  check  should  be  investigated  and,  if 
it  is  not  adequate  to  protect  the  client's  interests,  recommenda- 
tions should  be  made  for  improvement.  In  the  annual  examina- 
tion of  a  fairly  large  coal  mining  organization  it  is  not  practicable 
for  the  auditor  to  verify  pay-rolls  for  even  as  short  a  period  as 
three  individual  months.  A  thorough  test  can  be  made  by  the 
examination  of  two  pay-rolls  (each  covering  a  half-month). 
The  daily  rate  paid,  and  the  rate  per  ton  for  those  paid  on  the 
tonnage  basis,  should  be  verified.  The  total  tonnage  should  be 
compared  with  the  production  records.  The  deductions  for 
store  bills,  house  rent,imion  dues,  powder, etc.,  should  be  proved 
in  total  with  the  entries  in  the  books.  A  test  comparison  for  a 
short  period  should  be  made  of  the  time  books  or  slips  prepared 
at  the  mines  with  the  pay-roll  sheets  to  determine  that  the  time 
and  tonnage  are  in  agreement. 

Other  Activities 

Where  the  houses,  stores  and  other  activities  are  operated 
by  the  mining  company  and  statements  are  prepared  of  the  in- 
come from  these  sources,  these  statements  should  include  a 
sufficient  provision  for  depreciation,  a  proportion  of  the  local 
taxes  and,  in  some  cases,  a  proportion  of  the  overhead  expense. 
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The  author  has  a  case  in  mind  in  which  the  operation  of  the 
houses  showed  a  profit  but  when  the  coal  furnished  to  heat  the 
houses  was  included  as  an  expense  the  profit  was  converted  to  a 
loss. 

Some  coal  mining  concerns  operate  their  own  farms  and  ma- 
chine shops,  charging  the  product  to  operations  at  the  prices 
then  current,  the  profit  or  loss  at  the  close  of  the  period  being 
shown  as  other  income  or  loss  as  the  case  may  be.  It  should  be 
ascertained  in  such  cases  whether  the  costs  embrace  all  expenses, 
including  depreciation  and  overhead.  The  auditor  should  make 
certain  in  such  cases  that  the  product  is  really  billed  at  current 
prices.  It  may  be  preferable  in  some  cases  to  make  current 
charges  to  operations  at  estimated  cost  figures  with  adjustments 
at  the  close  of  the  period  when  the  actual  cost  is  determined. 

Company  Stores 

The  question  of  obsolescence  of  the  stock  carried  in  company 
stores  should  be  considered  with  special  reference  to  the  needs 
of  the  mining  community.  A  comparison  should  be  made  of  the 
ratio  of  the  sales  to  the  pay-rolls  for  the  period  with  those  of 
previous  periods.  If  the  ratio  is  diminishing  the  store  manager 
should  be  requested  to  explain.  Where  more  than  one  store 
exists,  a  comparison  of  the  ratios  of  the  several  stores  should 
be  made. 

Company  Houses 

The  collection  of  rents  from  houses  occupied  by  employees 
and  owned  by  the  mining  company  should  be  checked. 

Mine  Offices  and  Stores 

At  each  of  these  places  there  should  be  made  the  usual 
verifications  of  petty  cash  funds,  advances,  accounts  receivable, 
etc.  A  physical  examination  of  the  additions  to  plant  and 
fixtures  should  also  be  made  during  the  visit  to  the  stores  and 
mines. 
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Compensation  Insurance 

Many  states  re<!iuire  the  setting  aside  of  a  reserve  for  liability 
imposed  by  workmen's  compensation  laws,  if  this  liability  is 
not  covered  by  insurance.  The  auditor  should  determine 
whether  provision  has  been  made  for  this  liability. 

METAL  MINING 

Before  undertaking  an  audit  of  a  metal  mine  it  is  advisable 
that  the  auditor  familiarize  himself  with  the  processes  employed 
in  the  mining  of  the  ore  and  the  extraction  of  metals  therefrom, 
through  reading  some  of  the  literature  on  the  subject,  or  through 
personal  contact  with  persons  acquainted  with  the  industry. 

The  same  auditing  problems  may  be  encountered  in  the  audit 
of  a  metal  mine  as  in  that  of  a  coal  mine,  especially  in  connection 
with  the  expenditures  for  the  purchase  of  mining  lands,  for  the 
construction  and  purchase  of  buildings  and  machinery,  for 
development,  royalties,  etc.,  and  also  in  connection  with  depre- 
ciation and  depletion. 

Depletion  and  Depreciation 

It  will  be  found  that  in  accounting  for  some  metal  mines  it  is 
difficult  to  calculate  or  estimate  the  life  of  the  mine  or  the 
quantity  of  ore  which  may  be  recovered.  This  difficulty  will  be 
encountered  especially  in  gold,  silver  and  other  precious  metal 
mines. 

Depletion  from  the  viewpoint  of  mcome  taxation  is  discussed 
in  the  author's  Income  Tax  Procedure? 

The  matter  of  depreciation  of  some  metal  mines  may  require 
special  treatment,  for  example  in  those  cases  where  the  ore 
is  worked  only  when  the  market  price  of  the  metal  warrants  the 
operation  of  the  mine.  If  depreciation  is  calculated  on  the  basis 
of  tonnage  of  ore  extracted  and  the  mine  remains  idle  for  pro- 


*  Montgomery,  Income  Tax  Procedure,  1933,  Chapter  XXXm. 
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tracted  periods,  due  either  to  market  or  other  conditions,  the 
efifect  on  the  reduction  in  value  of  the  plant  should  be  considered. 

As  in  the  case  of  coal  mines,  the  auditor  must  to  a  large 
extent  form  his  opinions  of  value  and  depreciation  and  depletion 
from  available  reports  and  surveys  of  competent  geologists  and 
mining  engineers. 

The  auditor  should  give  special  consideration  to  accounts 
covering  expenditures  for  property  and  plant  and  developments 
which  may  be  useless  due  to  the  fact  that  the  ore  may  have 
become  exhausted  or  the  mine  may  have  been  abandoned. 

The  auditor  should  examine  the  monthly  statements  usually 
prepared  by  the  mine  managers  for  the  head  office  covering  the 
operations  of  the  mine,  which  reports  generally  include  figures 
for  the  additional  outlays  for  property  and  plant,  improvements 
and  developments,  etc. 

Mining  Claims  and  Patent  Rights 

It  should  be  determined  whether  the  values  of  mining  claims 
or  patent  rights  to  mining  land  are  not  impaired  or  that  the 
rights  are  not  in  danger  of  lapsing  due  to  the  failure  of  the 
owner  to  comply  with  the  laws  relating  to  mining  which  require 
that  certain  developments  must  be  made  during  a  specified  period 
or  periods. 

Miscellaneous  Revenue 

Income  from  activities  other  than  mining,  such  as  rents  from 
houses,  profits  from  stores,  etc.,  should  be  verified  and  checked 
in  the  same  manner  as  indicated  under  the  heading,  "Coal 
Mines." 

General 

Accountants  are  often  engaged  by  committees  of  dissatisfied 
creditors  or  stockholders  to  investigate  the  disposition  of  the 
cash  capital  invested  in  gold,  silver,  copper  and  other  mining 
enterprises.    In  instances  where  the  ore  is  found  in  profitable 
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quantities,  the  auditor  should  not  feel  compelled  to  accept  the 
periodical  cash,  production  and  shipping  statements  received 
from  the  mine  office,  unless  accompanied  by  original  vouchers, 
ore  records,  assay  reports  and  shipping  data. 

Not  only  should  the  shipping  memoranda  be  compared  with 
the  sales  reports,  the  vouchers  for  expenditures  at  the  mines 
compared  with  the  cash  statements  and  all  of  the  mine  reports 
carefully  checked  and  compared  with  the  general  books,  but 
every  effort  should  be  made  to  account  for  the  entire  production. 
Where  the  product  is  sent  to  outside  smelters  for  reduction, 
tests  should  be  made,  using  the  client's  assay  reports  of  values 
shipped  as  a  basis,  to  ascertain  that  the  smelter  returns  are 
correct. 

The  correctness  of  the  distribution  of  expenditures  between 
capital  and  operating  accounts  should  be  certified  to  by  the  mine 
manager.  He  should  be  requested  to  furnish  a  certificate  setting 
forth  in  detail  the  local  current  assets  and  liabilities  or  the 
fact  that  none  of  the  latter  exist. 

A  large  portion  of  the  mine  employees*  wages  is  based  on 
production,  and  tests  of  the  correctness  thereof  can  readily  be 
made.  The  balance  of  the  wages  should  be  carefully  scrutinized 
and  portions  of  the  pay-rolls  compared  with  timekeepers'  records. 

Often  mining  companies  own  and  operate  stamping  mills, 
smelters,  short  connecting  railroads  and  other  enterprises,  the 
accounts  of  which  should  also  be  carefully  examined. 

As  the  accounts  and  the  conditions  under  which  various  mining 
enterprises  are  carried  on  differ  widely,  no  uniform  rules  for 
auditing  them  can  be  laid  down;  the  audit  should,  however, 
be  thorough  and  detailed  enough  to  cover  all  possible  sources  of 
income,  to  reveal  op>erating  waste,  if  any  exists,  and  to  enable 
the  auditor  to  satisfy  himself  that  no  operating  expenses  are 
charged  to  capital  accounts.  It  is  also  desirable  that  the  scope 
of  the  examination  be  definitely  stated  in  the  auditor's  rep>ort. 

Many  companies  charge  discount  on  sale  of  bonds  or  stocks 
to  the  property  account.     If  such  is  the  case,  the  auditor  should 


204  AUDITING— SPECIAL  POINTS 

endeavor  to  segregate  the  amounts  so  charged,  or  if  this  cannot  be 
done  he  should  make  a  notation  on  the  balance  sheet  to  the  effect 
that  the  property  account  includes  such  charges.  The  English 
Companies  Act  of  1908  provides  that  such  discount  shall  be 
set  up  as  a  separate  asset  to  be  written  off  out  of  future  profits, 
and  it  shall  not  be  written  out  of  the  accounts  in  any  other  way 
than  out  of  profits. 

In  mine  accounting  the  distinction  between  capital  and  revenue 
is  important,  but  difficult  to  make  because  of  the  peculiar  char- 
acter of  this  kind  of  enterprise.  It  is  generally  impossible  to 
keep  the  original  capital  intact  without  tying  up  large  funds  in 
the  form  of  investments,  usually  returning  only  a  nominal 
rate.  Therefore,  it  is  customary  to  make  dividend  payments 
out  of  both  capital  and  profits. 

CRUDE  OIL  PRODUCERS 

The  accounts  of  crude  oil  producing  concerns  are  similar  in 
many  respects  to  those  of  mining  companies,  and  the  methods 
followed  in  auditing  them  should  be  substantially  the  same. 
The  expenditures  fall  into  two  general  classifications — those 
made  for  the  development,  or  construction,  of  the  property  and 
those  incurred  in  the  operations  necessary  to  recover  the  oil 
or  mineral  content. 

Methods  of  Holding  Oil  Properties 

A  concern  embarking  in  the  oil  production  business  may 
acquire  land  which  is  producing  oil,  it  may  obtain  undeveloped 
properties  adjacent  to  others  from  which  oil  is  being  recovered 
or  it  may  secure  undeveloped  and  unproved  acreage  in  the  hope 
that  thv.  drilling  of  a  well  on  such  land  will  result  in  the  discovery 
of  oil.  Individuals  often  obtain  an  option  on  developed  or 
undeveloped  properties,  organize  a  corporation  and  sell  stock  to 
others,  for  the  purpose  of  raising  the  necessary  capital  to  acquire 
and  operate  or  develop  them. 
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Oil  properties  may  be  owned  in  fee,  or  held  on  a  lease  of  oil 
rights  in  the  land.  Leases  as  a  rule  provide  that  the  lessee  shall 
pay  a  stipulated  rental,  and,  in  some  instances,  also  a  bonus. 
Should  the  lessee  discover  oil,  he  pays  a  royalty,  usually  of 
one-eighth  of  the  oil  produced,  to  the  lessor,  although  the 
lessee  bears  all  the  costs  of  development  and  operation. 

All  costs  of  acquiring  lands,  or  leases,  including  bonuses, 
taxes  up  to  the  time  oil  is  discovered,  surveys,  legal  expenses, 
interest  and  all  other  expenditures  incidental  to  the  acquisition 
and  holding  of  the  property  imtil  production  begins,  may  be 
capitalized. 

Part  interests  in  leases  are  frequently  acquired  with  the 
understanding  that  one  of  the  parties  will  develop  and  operate 
the  property.  Each  party  bears  a  portion  of  the  cost  of  develop- 
ment and  of  operation  in  the  event  that  oil  is  discovered.  The 
apportionment  of  the  expenditures  is  usually  made  monthly, 
and  the  auditor  should  ascertain  that  the  statements  of  expendi- 
tures cover  all  proper  charges,  including  superintendence,  office 
expenses  and  other  incidental  overhead. 

Frequently,  a  contract  is  made  to  sell  all  the  oil  produced  from 
day  to  day  to  a  purchaser  (usually  a  pipe-line  company)  at  pre- 
vailing market  prices.  The  purchaser  makes  bi-monthly  pay- 
ments for  the  oil  purchased  direct  to  each  of  the  parties  to  the 
lease,  as  their  respective  interests  may  appear.  Such  contracts 
may  also  provide  for  the  storage  of  the  oil  in  steel  tanks,  to  be 
held  for  an  anticipated  increase  in  the  selling  price,  or,  if  the 
parties  operate  refineries,  may  provide  for  the  taking  over  of  the 
respective  shares  of  the  production  of  each  party. 

The  auditor  should  determine  that  the  charges  made  by  the 
party  developing  and  operating  the  lease  under  a  part-interest 
contract  do  not  include  any  amounts  other  than  actual  exjjendi- 
tures  and  a  fair  apportionment  of  overhead  expenses.  Further- 
more, he  should  ascertain,  if  possible,  that  all  of  the  oil  produced 
has  been  accounted  for.  Operators  of  part-interest  leases  have 
been  known  to  conceal  part  of  the  production  by  running  the 
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oil  to  their  own  private  tanks,  or  have  used  some  of  the  oil  for 
fuel  for  their  individual  operations.  The  possibility  of  misap- 
propriation of  the  oil  should  be  investigated,  especially  if  the 
operating  party  owns  oil  properties  contiguous  to  those  held 
jointly.  Where  the  need  for  such  investigation  is  indicated,  the 
auditor  should  arrange  to  have  the  production  of  several  current 
days  determined  by  representatives  of  his  client,  and  this  daily 
production  should  be  compared  with  that  reported  previously 
by  the  party  operating  the  lease.  Under  normal  operating  con- 
ditions, and  particularly  where  the  property  has  reached  the  stage 
of  settled  production,  if  an  increase  in  the  daily  production,  over 
the  quantities  previously  reported  by  the  operating  party,  is 
revealed  by  such  tests,  it  would  justify  the  belief  that  all  of  the 
production  had  not  been  accounted  for. 

Another  form  of  part-interest  contract  often  encountered  is 
that  under  the  terms  of  which,  one  of  the  parties  agrees  to 
develop,  operate  and  pay  all  of  the  costs  of  development  of  the 
property,  and,  if  oil  is  discovered,  receives  the  net  profits  of  all 
of  the  production,  less  the  royalty  oil,  until  his  expenditures  for 
construction  have  been  recouped.  In  the  accounts  of  the  opera- 
tor, part  of  the  net  earnings  should  represent  current  profit  and 
part  a  recovery  of  the  cost  of  development,  according  to  the 
proportionate  interest  held  by  each  party. 

The  holdings  of  an  oil  concern  may  also  include  merely  the 
royalty  interest  in  a  lease,  that  is  to  say,  the  oil  concern  may  have 
purchased  from  a  lessor  his  rights  to  one-eighth  of  the  oil  pro- 
duced. None  of  the  development  or  operating  expenditures 
is  chargeable  against  the  royalty  interest,  and,  ordinarily,  the 
only  expense  incurred  is  that  of  state  and  federal  taxes  on  gross 
production  and  incom,e. 

Property,  Titles  and  Leases 

Oil  concerns,  as  a  rule,  keep  a  lease  or  property  record  in 
which  is  entered  a  brief  description  of  each  fee  property  and 
lease,  which  shows  the  name  of  the  property,  its  location,  the 
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area  in  acres,  date  of  acquisition  and,  in  the  case  of  leases,  the 
consideration  and  terms  of  rental  payments  and  the  proportionate 
interest  held.  These  entries  are  supported  by  the  deeds  and 
leases  and,  usually,  by  abstracts  of  title  which  are  procured  at  the 
time  the  properties  are  acquired.  The  auditor  should  examine 
the  deeds,  and  abstracts,  or  have  them  examined  to  ascertain  that 
no  flaws  in  the  titles  app>ear  in  these  documents.  It  would  be 
preferable,  to  secure  legal  opinion  as  to  the  validity  of  the  titles, 
but  if  this  cannot  be  obtained  the  auditor  should  satisfy  himself, 
as  far  as  may  be  possible,  that  the  titles  held  by  the  concern  are 
good.  Defects  in  titles  are  often  discovered,  and  sometimes' they 
are  not  brought  to  light  until  long  after  the  property  has  been 
developed  and  oil  has  been  foimd.  The  removal  of  the  defects 
may  cost  large  sums  of  money,  or  the  failure  to  clear  up  the  title 
may  result  in  the  loss  of  the  property.  The  acquisition,  holding 
and  transfer  of  so-called  "Indian"  leases  in  Oklahoma  must  con- 
form to  regulations  of  the  Indian  Department,  and  the  verifica- 
tion of  titles  to  such  leaseholds  should  receive  particular  consider- 
ation. 

As  explained  previously,  when  a  property  produces  oil,  a 
contract  may  be  made  to  sell  the  production  to  a  purchaser 
(usually  a  pipe-line  company).  The  latter  requires  a  statement 
indicating  the  division  of  the  proceeds  of  the  oil  among  the 
several  holders  of  the  lease,  and  the  owner  of  the  royalty,  as 
their  interests  may  appear.  The  purchaser  of  the  oil  makes  an 
independent  investigation  of  the  chain  of  title  to  protect  itself 
against  the  possibility  of  disbursing  the  proceeds  to  those  whose 
title  may  be  questionable.  Notwithstanding  this  additional 
precaution,  defects  in  title  often  apj>ear  subsequently  and  result 
in  considerable  expense  and  delay. 

Costs  of  Development 

All  expenditures  made  for  the  drilling  of  producing  wells,  and 
to  bring  the  property  to  an  operating  point  should  be  charged 
to    capital    accounts.     Many    oil    concerns,    and    particularly 
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the  smaller  ones,  arrange  with  drilling  contractors  to  drill  the 
wells  at  a  stipulated  price  per  foot  drilled.  The  contractor 
usually  furnishes  the  labor,  drilling  machine,  derrick,  boiler 
and  drilling  tools,  and  the  oil  concern  supplies  the  tubing, 
casing,  rods  and  other  permanent  equipment  necessary  for  the 
operation  of  the  well.  The  contract  may  provide  that  either 
the  drilling  contractor  or  the  oil  concern  shall  furnish  water  and 
fuel  required  for  drilling  purposes.  Part  of  the  drilling  equij)- 
ment  furnished  by  the  contractor  may  be  retained  and  paid  for 
by  the  oil  concern  and  used  in  the  operation  of  the  well. 

If  the  oil  concern  owns  several  properties  and  contemplates 
extensive  developments,  it  may  be  advantageous  to  purchase  one 
or  more  drilling  machines  and  strings  of  drilling  tools  and  to  drill 
its  own  wells.  The  procedure  usually  followed  in  such  cases 
is  to  charge  to  a  separate  capital  account,  as,  for  instance, 
"drilling  equipment,"  the  cost  of  the  drilling  equipment  and  tools. 
When  the  drilling  equipment  is  in  use,  the  costs  of  labor,  tubing, 
casing,  derrick  and  all  other  equipment,  except  the  drilling 
eqviipment,  is  charged  to  the  cost  of  development  of  the  well. 
Depreciation  of  the  drilling  equipment  should  also  be  provided 
for.  Should  any  of  this  equipment  not  be  necessary  to  the 
operation  of  the  well,  it  should  be  removed  to  the  concern's 
warehouse  and  its  value  at  the  time  of  removal  should  be  credited 
to  the  cost  of  development  with  the  value  thereof  at  the  time  of 
removal. 

Overhead  charges,  such  as  superintendence,  office  expense  and 
similar  items  incidental  to  development  work  may  also  be 
charged  to  capital  accounts,  although  many  oil  concerns,  as  a 
conservative  measure,  charge  all  such  expenses  against  income. 

It  should  be  noted  that  in  accordance  with  the  regulations 
issued  under  the  Revenue  Act  of  1918,  oil  concerns  may  deduct 
from  income  the  development  costs  (except  the  cost  of  physical 
property)  in  the  year  in  which  they  are  paid.  Although  this 
course  may  be  followed  under  the  tax  laws,  the  correct  account- 
ing procedure  is  to  capitalize  all  development  costs  and  to  charge 
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them  off  over  the  estimated  life  of  the  property  by  way  of  depre- 
ciation. However,  if  the  drilling  of  the  well  should  result  in  a 
"dry  hole,"  that  is  to  say,  if  oil  in  paying  quantities  should  not 
be  found,  the  cost  of  development,  less  the  value  of  the  remaining 
material  removed  to  the  warehouse,  should  be  charged  against 
income.  The  auditor  should  examine  the  cost  of  development 
accounts  to  ascertain  that  they  do  not  contain  costs  of  "dry 
holes"  or  abandoned  wells.  He  should  also  ascertain  that  costs 
of  cleaning  the  wells,  or  of  deepening  them  (unless  it  be  done  to 
reach  another  stratum  of  oil  sand),  have  been  charged  to  opera- 
ting expenses  and  not  to  costs  of  development.  An  examination 
of  the  "well  logs,"  or  record  of  drilling  of  each  well,  maintained 
by  all  oil  concerns,  should  furnish  the  necessary  information  as 
to  "dry  holes,"  abandoned  wells  and  cleaning  out  and  deepening 
operations.  These  "logs"  give,  with  respect  to  each  well,  the 
date  at  which  drilling  commenced,  the  number  of  feet  drilled 
each  day,  the  quantity  of  casing  used  and  the  date  when  the  pro- 
duction of  oil  was  begun  or  the  well  was  abandoned  as  a  "dry 
hole."  Subsequent  deepening  and  cleaning  out  operations  are 
also  usually  recorded. 

The  methods  used  by  the  oil  concern  in  accounting  for  its 
materials  and  supplies  should  be  examined  by  the  auditor 
These  are  usually  controlled  by  the  "warehouse"  or  "material 
and  supplies"  account  on  the  general  ledger.  Large  discrep- 
ancies between  the  physical  inventory  and  the  book  value  are 
frequently  found  to  exist.  These  discrepancies  may  be  due  to  a 
disregard  for  accounting  requirements  on  the  part  of  those  in 
charge  of  field  operations,  or,  as  is  more  likely  to  be  the  case, 
are  attributable  to  clerical  errors.  It  often  happens  that  mater- 
ials and  supplies  are  removed  from  a  well  to  a  warehouse  without 
a  record  of  the  transfer,  resulting  in  an  overcharge  to  cost  of 
development  account,  and  an  excess  in  the  physical  inventory. 
Transfers  of  materials  and  supplies  are  also  made  from  one  well 
to  another,  the  warehouse  account  receiving  credit  therefor, 
which  results  in  a  duplication  of  charges  to  cost  of  development 
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and  a  discrepancy  in  the  book  inventory.  Where  such  condi- 
tions exist,  the  auditor  should  strongly  recommend  that  the 
management  require  a  strict  adherence  to  the  rule  that  all 
purchases  shall  be  charged  to  the  warehouse  account,  and  that 
all  issues  and  transfers  shall  be  recorded  in  the  warehouse 
account. 

* 

Runs  of  Oil 

As  the  crude  oil  comes  from  the  well  it  is  piped  to  a  tank  which 
may  also  contain  oil  from  other  wells.  The  capacity  of  the 
tank  has  been  computed  by  a  so-called  "tank  strapper,"  who 
prepares  a  table  for  the  tank,  which  shows  its  capacity  in  detail, 
A  gauger,  representing  the  purchaser  of  the  oil,  visits  the  tank 
from  time  to  time,  to  run  the  oil  into  the  pipe  line.  Before  the 
oil  is  run,  it  is  customary  to  drain  off  the  water  that  has  settled 
at  the  bottom  of  the  tank.  An  employee  of  the  oil  concern  is 
present  at  the  time  the  oil  is  run  from  the  tank.  Before  the 
connection  from  the  tank  to  the  pipe  line  has  been  opened,  a 
gauge  is  placed  in  the  tank  to  measure  its  contents  before  the  oil 
has  been  run.  This  initial  measurement  is  indicated  on  a  so- 
called  "run  ticket,"  and  after  the  run  of  oil  has  been  completed, 
the  gauge  is  again  placed  in  the  tank  to  measure  the  remaining 
oil.  This  final  measurement  is  also  indicated  on  the  run  ticket, 
a  copy  of  which  goes  to  the  purchaser.  Each  has  a  copy  of  the 
tank  table,  and  the  number  of  barrels  of  oil  between  the  initial 
and  final  measurement  as  shown  on  the  tank  table  is  entered 
on  the  run  tickets  at  the  offices  of  the  purchaser  and  the  oil 
concern  so  that  the  quantities  of  oil  for  which  the  purchaser 
makes  bi-monthly  settlements  may  be  easily  checked.  The 
auditor  should  investigate  the  methods  used  by  the  oil  concern 
in  checking  the  runs  of  oU  and  the  settlements,  and,  if  necessary, 
make  tests  of  the  computations  on  the  run  tickets.  If  there 
is  any  indication  that  some  of  the  oil  has  not  been  accounted  for, 
it  is  advisable  to  make  tests  of  the  current  production  with  that 
reported  in  the  recent  past,  as  explained  elsewhere. 
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Inventory  Valuation 

At  the  time  of  closing  the  books  the  tanks  will  contain  some 
crude  oil,  which  is  often  valued  at  current  selling  prices,  as  the 
quantity  is  usually  small.  Under  the  circumstances  the  auditor 
will  probably  accept  the  valuation  at  selling  prices,  as  the  oil  is, 
in  effect,  in  transit,  although  strictly  speaking  it  should  be  valued 
at  cost,  including  depletion  and  depreciation.  At  times  the 
oil  concern  may  keep  all,  or  part,  of  the  oil  in  storage,  pending 
an  anticipated  rise  in  price,  or  the  purchaser  may  refuse  to  take  all 
of  the  production.  In  this  event  the  oil  in  storage  should  be 
valued  at  cost  of  production,  including  depletion  and  deprecia- 
tion. 

Income  — General 

If  any  of  the  oil  produced  has  been  used  for  fuel  by  the  oil 
concern,  such  oil  is  customarily  credited  to  income  at  selling 
prices  and  charged  to  operating  expenses,  although  theoretically 
it  should  be  charged  at  cost  of  production. 

Miscellaneous  income  may  be  derived  from  casing-head  gas 
and  water  sales,  teaming,  tool  and  house  rentals,  etc.  The 
auditor  should  investigate  the  methods  employed  in  accounting 
for  such  income,  to  determine  that  all  of  it  has  been  properly 
accounted  for. 

Operating  Expenses 

The  elements  of  operating  expenses  consist  usually  of  labor 
and  salaries,  materials  and  supplies,  water,  fuel,  lubricants, 
teaming  and  miscellaneous,  although  these  may  be  allocated 
to  the  different  operations,  such  as  pumping,  maintenance  and 
repairs,  cleaning  out  wells,  redrilling,  etc.  The  exp)enses  applic- 
able to  the  respective  leases  are  usually  kept  separately. 

General  Expenses 

These  include  the  administrative  and  general  expenses, 
insurance,  taxes,  rentals,  etc.     Gross  production  taxes  are  levied 
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by  some  states.  For  example,  a  tax  of  3  per  cent  of  the  gross 
production  value  is  payable  quarterly  by  oil  producers  in  the 
state  of  Oklahoma.  The  auditor  should  ascertain  that  proper 
accruals  of  these  taxes  have  been  made.  Rental  payments  on 
leases  should  also  be  charged  against  the  income. 

Depreciation 

The  cost  of  drilling  the  wells  and  the  equipment  therein  may 
be  written  off  over  the  estimated  Ufe  of  the  respective  wells,  as 
determined  in  estimating  the  depletion  of  the  oil.  The  cost  of 
the  physical  property  should  be  depreciated  on  the  basis  of  its 
estimated  life  and  for  the  estimated  life  of  the  well,  allowance 
being  made  for  salvage  value.  The  Manual  for  the  Oil  and  Gas 
Industry,  issued  by  the  Treasury  Department  under  the  Revenue 
Act  of  1918,  should  be  consulted  for  rates  of  depreciation  to  be 
applied  to  specific  kinds  of  property.  Under  the  tax  law,  as 
previously  stated,  a  taxpayer  is  permitted  to  charge  against 
income,  in  the  year  in  which  paid,  development  costs  such  as 
labor,  teaming,  freight,  overhead,  etc.,  but  not  the  cost  of  physical 
property.  This,  however,  is  not  in  conformity  with  good 
accounting  practice. 

Depletion 

Prior  to  the  enactment  of  the  19 18  federal  tax  law,  few  oil- 
producing  concerns  attempted  to  ascertain  the  quantity  of 
oil  recoverable  from  their  properties.  Those  that  took  cogniz- 
ance of  the  depletion  of  oil  deposits  in  most  instances  did  so  by 
writing  off  the  cost  of  the  property  against  the  income  over  a 
period  of  years,  the  length  of  which  depended  largely  upon  the 
policy  of  the  owners  with  respect  to  the  reporting  of  large  or 
small  net  profits. 

Another  method  of  computing  depletion  was  based  upon  a 
comparison  of  the  average  daily  production  of  oil  from  the  pro- 
perty toward  the  end  of  the  current  year  with  the  production 
for  the  corresponding  period  of  the  preceding  year.  If  the 
current  production  showed  an  increase,  the  estimated  value  of 
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such  increase  was  added  to  the  book  value  of  the  proi>erty  and 
surplus  was  credited.  Conversely,  a  decrease  in  production 
resulted  in  a  reduction  of  the  property  value  on  the  books  and  a 
charge  to  surplus. 

In  other  instances  where  depletion  was  recognized,  the 
amounts  written  oS  or  reserved  each  year  were  entirely  arbitrary, 
dependent  both  upon  the  amount  of  earnings  and  the  point 
of  view  of  those  in  control  of  the  properties. 

Since  19 18  the  recognition  of  depletion  of  oil  proj)erties 
has  become  general,  since  the  Revenue  Act  of  that  year  pro- 
vided that  oil  concerns  could  capitalize  for  depletion  purposes 
the  discovery  value  of  oil  properties  discovered  by  them,  and 
could  deduct  from  income  the  depletion  value  of  the  oil  recovered 
from  the  ground.  Therefore,  geologists  and  other  oil  experts 
have  during  the  past  three  or  four  years  devoted  much  of  their 
time  to  the  question  of  determining,  as  accurately  as  possible, 
the  quantities  of  oil  recoverable  in  the  future  from  oil  properties. 
It  is  claimed  by  some  geologists  that  where  the  conditions  are 
favorable,  the  estimates  of  oil  recoverable  will  be  as  accurate  as 
estimates  of  ore  recoverable  from  some  mining  properties. 

The  provisions  of  the  Revenue  Act  of  19 18  with  respect  to 
depletion  are,  briefly,  that  it  shall  be  determined  on  the  basis  of: 
the  market  value  as  of  March  i,  1913,  if  the  property  was  ac- 
quired prior  thereto;  the  cost  if  acquired  subsequent  thereto, 
or,  in  the  event  of  discovery  of  oil  subsequent  to  February  28, 
1913,  the  fair  market  value  within  30  days  of  the  discovery, 
where  the  fair  market  value  is  disproportionate  to  the  cost. 

The  depletion  unit  should  be  calculated  by  dividing  the  fair 
market  value  as  of  March  i,  19 13,  or  the  cost  if  acquired  since, 
or  the  fair  market  value  within  30  days  of  the  discovery  of  oil 
subsequent  to  February  28,  19 13,  by  the  estimated  total  number 
of  barrels  of  oil  recoverable  from  the  property. 

The  method  of  estimating  the  quantity  of  oil  recoverable 
from  the  property,  as  outlined  by  the  Treasury  Department, 
is  based  upon  the  principle  that  "the  best  indication  of  the 
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future  production  of  any  well  is  to  be  found  in  the  history  of 
similar  wells  in  the  same  or  similar  districts."  That  is  to  say, 
it  is  believed  that  the  production  of  a  new  well  will  not  deviate 
widely  from  the  production  of  the  average  well  in  the  same  or 
similar  district. 

The  estimated  production  may  be  computed  by  plotting  in 
a  production  curve  the  average,  or  composite,  actual  production, 
preferably  for  a  number  of  years,  of  a  group  of  wells  in  the  same 
or  similar  district,  and  extending  such  production  curve  sym- 
metrically into  the  future,  by  years,  until  the  curve  declines  to 
the  point  at  which  unprofitable  production  is  indicated.  The 
total  of  the  actual  production,  plus  the  future  production  as 
indicated  in  the  production  decline  curve,  gives  the  estimated 
quantity  of  oil  recoverable  from  the  average  well.  Multiplying 
this  estimate  of  production  per  average  well  by  the  number  of 
wells,  and  the  number  of  locations  for  additional  wells  not  yet 
drilled  on  the  property,  gives  the  total  estimated  quantity  of 
oil  recoverable  from  the  property  in  question. 

The  auditor  is  referred  to  the  Manual  for  the  Oil  and  Gas 
Industry  issued  by  the  Treasury  Department  for  a  fuU  discussion 
of  the  methods  of  determining  depletion. 

Where  the  fair  market  value  has  been  established,  the  differ- 
ence between  it  and  the  cost  should  be  added  to  the  value  of  the 
property  on  the  books,  and  should  be  credited  to  capital  surplus. 

The  auditor  should  examine  the  methods  used  in  computing 
the  depletion,  particularly  if  such  methods  have  not  yet  been 
accepted  by  the  Treasury  Department.  He  should  also  compare 
the  estimated  production  with  the  actual  production,  and  if  it 
appear  that  the  estimate  was  erroneous,  it  would  seem,  from  an 
accounting  standpoint,  that  adjustments  should  be  made  with 
respect  to  the  value  of  the  property  and  the  amount  of  capital 
surplus.  For  example,  if  it  was  estimated  that  1,000,000  barrels 
of  oil  would  be  recovered  from  the  property,  and  the  subsequent 
actual  production  indicated  that  only  500,000  barrels  would 
be  recovered,  the  value  of  the  property  and  the  capital  surplus 
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should  be  reduced  by  one-half,  as  the  fair  market  value  was 
undoubtedly  estimated  on  the  basis  of  1,000,000  barrels  of 
production.  However,  from  a  tax  point  of  view  revisions  in  the 
estimates  used  as  a  basis  for  computing  depletion  must  be  sub- 
mitted to  the  Commissioner  of  Internal  Revenue  for  his 
approval. 

In  the  event  that  a  producing  well,  or  lease,  has  been  aban- 
doned before  the  total  estimated  production  has  been  recovered, 
it  appears  to  be  necessary  to  charge  off  the  remaining  book 
value  of  the  property,  after  deducting  the  amount  of  deple- 
tion and  depreciation  reserves  accumulated  against  the 
property.  The  amount  of  such  book  value  to  be  charged 
against  income  should  be  the  excess  of  the  cost  of  the  property 
over  the  amount  that  may  have  accrued  in  the  reserves  for 
depreciation  and  depletion. 

Dividends 

In  some  instances  oil  companies  have  paid  dividends  from 
depletion  reserves  or  from  surplus  arising  from  discovery  value. 
Although  it  may  be  found  that  such  dividends  can  legally  be 
paid  under  the  laws  of  the  state  in  which  the  company  was 
incorporated,  from  a  sound  business  and  accounting  point  of 
view,  dividends  should  only  be  paid  from  realized  profits.  Where 
such  dividends  are  paid  it  should  be  clearly  indicated  in  the  audi- 
tor's report  that  such  dividends  represent  the  return  of  part  of 
the  original  capital  or  are  paid  from  the  surplus  arising  from 
discovery  value. 

Special  Investigations 

The  auditor  is  frequently  called  up>on  to  make  examinations 
of  oil  concerns  in  connection  with  the  prop>osed  purchase  or  sale 
of  properties.  There  are  a  few  sp>ecial  features  which  it  may  be 
well  for  the  auditor  to  bear  in  mind  in  the  course  of  such  ex- 
aminations. 
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Production 

The  production  of  oil  wells  usually  declines  rapidly  from  the 
initial  or  flush  point  until  it  reaches  the  so-called  "well-settled 
stage,"  from  which  latter  point  the  decline  in  production  becomes 
more  normal.  The  auditor  should,  if  possible,  determine  whe- 
ther the  production  upon  which  his  examination  is  based  was 
flush  or  well  settled,  as  an  indication  of  its  probable  future  trend. 
It  may  be  found  that  the  concern  has  been  developing  several 
leases  successively,  and  that  the  volume  of  production  has 
thereby  been  maintained  at  substantially  a  flush  production  point, 
by  the  bringing  in  of  new  wells  as  the  earlier  ones  declined  to  a 
settled  production  stage.  It  would  ordinarily  be  poor  policy 
to  purchase  an  oil  property  and  pay  for  it  on  the  basis  of  flush, 
or  initial  production,  and  the  nature  of  the  production  reported 
by  the  auditor  should  be  brought  out  in  his  report. 

If  an  examination  of  the  properties  is  also  made  by  an  ex- 
perienced oil  engineer,  these  features  will  probably  be  reported 
upon  by  him,  but  there  is  no  good  reason  why  the  auditor  should 
not  state  his  conclusions  respecting  these  matters. 

Crude  Oil  Selling  Prices 

The  prices  received  for  the  oil  are  not  controllable  by  the 
individual  producer,  but  are  affected  principally  by  the  condi- 
tions of  supply  and  demand.  Over  a  long  period  of  years  the 
trend  of  prices  for  crude  oil  has  been  steadily  upward,  but  from 
time  to  time  irregular  fluctuations  due  to  abnormal  market 
conditions  are  encountered.  During  1920,  prices  were  at  the 
peak,  but  they  have  since  shown  a  marked  reaction.  When 
gauging  the  earning  power  of  an  oil  property,  these  price  fluctua- 
tions must  be  considered.  The  purchase  of  a  property  based 
upon  the  high  prices  of  1920  would  probably  prove  a  costly 
mistake  to  the  purchaser,  whereas  it  would  be  unfair  to  the 
seller  to  use  the  low  prices  of  1921  as  a  basis.  The  auditor  may 
throw  some  light  on  the  effect  of  price  fluctuations  by  construct- 
ing statements  of  earnings  based  upon  current  settled  production 
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but  using  different  price  bases.  An  oil  company  with  small 
production  and  high  production  costs  may  have  been  able  to 
earn  a  handsome  profit  on  the  basis  of  1920  selling  prices,  but  with 
the  same  production  would  have  incurred  a  heavy  loss  in  192 1. 
Practically  all  lines  of  business  are  more  or  less  affected  by  price 
fluctuations,  but  the  condition  is  so  pronounced  in  the  oil  industry 
that  it  deserves  particular  consideration. 

Costs  of  Production 

The  auditor  should  examine  the  costs  of  production  and,  if 
possible,  compare  them  with  the  corresponding  costs  of  other  oil 
concerns.  Numerous  wells  on  one  lease,  with  all  of  the  properties 
closely  adjacent,  make  it  possible  to  reduce  power,  labor  and 
superintendence  costs,  while  properties  widely  scattered  and  con- 
taining few  wells  per  lease  usually  are  much  more  costly  to 
operate.  The  significance  of  high  operating  costs  may  easily  be 
overlooked  when  the  selling  prices  for  the  oil  are  enormously  high. 
The  auditor  should  consider  this  phase  of  the  situation  and,  if 
possible,  determine  the  operating  efficiency  of  the  properties. 


CHAPTER  X 
TRADING 

(Part  I) 

In  this  and  the  two  following  chapters  will  be  discussed  the 
important  features  of  certain  types  of  business  which  can  be 
classified  under  the  heading  of  "Trading."  The  present  chapter 
includes  a  consideration  of  the  general  procedure  to  be  followed 
in  auditing  the  accounts  of  retail  merchants,  including  depart- 
ment stores. 

Generally  speaking  the  auditor  will  meet  fewer  problems  in 
trading  than  in  manufacturing  concerns.  The  element  of  partly 
converted  materials  is  absent.  Goods  are  usually  sold  in  the 
same  form  as  when  purchased,  or  if  changes  are  made  they  are 
slight.  The  question  of  physical  accountability  is  of  more 
importance  in  trading  concerns.  There  are  more  thefts  of  stock; 
there  are  more  misappropriations  of  the  proceeds  of  sales, 
particularly  cash  sales. 

Inventory  problems  are  found  in  practically  all  trading 
concerns.  The  auditor  must  exercise  special  vigilance  to  detect 
overvaluations  of  unsalable  goods  and  overstatement  of  quanti- 
ties. Traders  rarely  have  many  fixed  assets.  Therefore  the 
financing  of  trading  concerns  is  usually  by  short-time  notes, 
on  the  theory  that  the  assets  are  current  and  liquid.  This 
practice  imposes  upon  auditors  a  somewhat  greater  duty  regard- 
ing inventories  than  when  creditors  are  protected  by  other 
security. 

RETAIL  MERCHANTS 

The  volume  of  detail  in  a  retail  business  of  any  size,  parti- 
cularly if  credit  is  extended  to  customers,  is  so  great  that  it  is 
obvious  that  a  complete  audit  of  all  the  details  is  out  of  the 
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question;  but  the  tests  of  the  correctness  of  the  different  sections 
of  the  accounts  should  be  sufficiently  varied  and  comprehensive 
to  disclose  any  systematic  manipulation  of  the  accounts. 

Internal  Check 

If  the  business  is  a  large  one,  some  system  of  internal  sales 
audit  will  probably  be  in  use.  The  auditor  should  trace  the 
daily  totals  into  the  general  books  and  also  test  the  make-up 
of  the  daily  totals.  It  may  also  be  possible  for  him  to  suggest 
additional  safeguards  for  the  prevention  of  irregularities  in  the 
handling  of  cash  sales. 

If  cash  registers  are  not  in  use,  the  auditor  should  ascertain 
what  steps  are  taken  to  prevent  dishonest  salesmen  from  ap- 
propriating all  or  a  part  of  the  amounts  received  from  cash 
customers.  The  internal  check  on  cash  refimds  to  customers  for 
returned  goods  should  be  investigated. 

In  many  stores  customers  are  charged  for  containers,  bottles, 
etc.,  a  refund  being  made  when  these  articles  are  returned. 
The  system  of  internal  check  should  disclose  whether  or  not 
salesmen  have  fraudulently  entered  refunds  when  containers 
have  not  been  received. 

Customers  who  are  unable  at  the  time  of  the  purchase  to  pay 
the  price  asked  for  an  article,  often  leave  a  cash  deposit  in  order 
that  the  article  may  be  reserved  for  them  until  they  are  able  to 
pay  the  balance.  These  deposits  should  be  recorded  separately 
from  the  sales,  until  such  time  as  the  impaid  balances  are 
received  from  the  customers. 

Customers'  Accounts 

If  the  work  in  connection  with  the  customers'  charge  accounts 
is  properly  systematized,  the  auditor  can  verify  the  accounts 
receivable  with  some  degree  of  assurance.  The  sales,  returns 
and  allowances  and  cash  totals  should  all  be  traced  into  the 
controlling  accounts  and  the  trial  balances  of  the  customers 
ledgers  verified.  A  good  verification  of  the  outstanding  balances 
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is  to  compare  the  monthly  statements  at  the  close  of  the  pyeriod, 
either  with  the  trial  balance,  or  if  that  has  not  yet  been  prepared, 
then  with  the  ledger  itself,  before  the  statements  are  sent  out. 
It  is  advisable  to  stamp  on  the  statements  a  request  that  dis- 
crepancies be  reported  direct  to  the  auditor  and  that  he  himself, 
and  not  the  client,  should  mail  the  statements. 

In  addition  to  the  examination  of  customers*  open  accounts, 
tests  should  be  made  of  those  customers'  accounts  which  have 
been  closed  during  the  period  under  review,  especially  the 
accounts  containing  allowances  iand  discoimts.  Customers  may 
have  paid  balances  in  full,  while  a  dishonest  employee  may  have 
abstracted  part  of  the  payment,  charging  the  difference  to  dis- 
count or  allowances. 

Employees*  Accounts 

Employees  are  sometimes  granted  special  discounts  on 
their  purchases  and  are  permitted  to  make  payments  on  account 
or  in  complete  settlement  on  their  pay  days.  If  these  accounts 
are  numerous,  they  should  be  segregated  either  in  a  separate 
ledger  or  in  a  section  of  one  of  the  customers  ledgers.  The 
auditor  should  see  that  none  of  these  accounts  has  been  per- 
mitted to  run  past  pay  day  without  some  pajmient  being  made, 
and  particularly  that  no  balances  are  standing  against  persons 
who  have  left  the  employ  of  the  store. 

Accounting  for  Stock 

In  some  businesses,  particularly  those  handling  small  articles 
broken  from  original  packages,  it  is  not  feasible  to  keep  complete 
stock  accoimts,  and  some  other  check  on  the  accounting  for 
the  wares  handled  must  be  used.  The  stock  accounts  may  be 
checked  to  some  extent  by  comparing  the  rate  of  gross  profit 
earned  in  one  period  with  the  rate  earned  in  prior  periods.  De- 
cided variations  should  be  susceptible  of  definite  explanation 
as  being  due  to  specific  causes;  a  decrease  in  the  p>ercentage 
of  gross  profit  which  cannot  be  satisfactorily  explained  raises 
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at  least  a  presumption  that  the  proceeds  of  sales  are  not  being 
fully  accounted  for,  or  that  payments  are  being  made  for  goods 
which  are  not  actually  being  received  by  the  house. 

When  articles  are  bought  and  sold  by  weight  and  volume,  an 
examination  should  be  made  of  the  methods  employed  for  check- 
ing the  quantities  received.  The  auditor  should  ascertain 
what  precautions  are  taken  to  prevent  salesmen  giving  short 
weight  or  measure  and  profiting  thereby 

The  turnover  in  the  retail  trade  is  generally  rapid,  and  a 
perpetual  inventory  impracticable.  Purchases  of  an  article 
which  sells  readily  will  probably  be  made  at  short  intervals  for 
the  same  quantity  at  the  same  price.  Care  should,  therefore, 
be  taken  to  see  that  purchase  invoices  for  similar  amounts  for 
the  same  article  are  not  received  in  duplicate  and  paid  twice. 
The  correspondence  covering  all  claims  made  against  wholesalers 
for  defective  merchandise  should  be  examined  and  in  cases  where 
the  latter  have  made  a  cash  allowance,  this  refund  should  be 
traced  through  the  cash  book.  The  refunds  should  not  be 
included  with  the  cash  sales  figures. 

Where  there  is  a  delivery  system,  the  method  of  controlling 
the  handling  of  merchandise  and  collections  by  the  company's 
drivers  should  be  investigated,  especially  where  the  drivers 
accept  payments  from  charge  customers. 

Percentages  of  gross  profit  are,  by  almost  all  merchants, 
calculated  on  the  sales,  and  not  on  the  cost  of  the  goods  sold. 

In  some  lines  of  retail  trade,  such  as  cigars,  men's  furnishing 
goods,  etc.,  it  is  possible  to  apply  a  check  on  the  accounting  for 
sales,  which  is  also  used  in  many  department  stores.  The  plan 
is  to  charge  all  goods  purchased  to  a  stock  account  at  their 
selling  values;  credits  are  made  on  the  account  for  any  changes 
in  selling  prices;  the  inventories  at  beginning  and  end  of  the 
period  are  priced  at  both  cost  and  selling  values,  and  the  latter 
values  applied  in  the  stock  account  mentioned.  The  crediting  of 
the  actual  sales  of  the  period  should  balance  the  account.  There 
will  naturally  be  some  differences,  but  if  they  are  not  very  large, 
the  sales  can  be  considered  to  have  been  fully  accounted  for. 
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Some  method  of  determining  the  approximate  stock  on  hand, 
even  if  calculated  only  on  the  basis  of  an  estimated  rate  of 
gross  profits  on  sales,  is  needed  by  all  merchants  in  order  to 
determine  the  proper  amount  of  insurance  to  be  carried  on  the 
stock,  as  well  as  to  prevent  overbuying. 

Whenever  several  different  lines  of  goods  are  handled,  both 
sales  and  purchases  should,  as  far  as  possible,  be  kept  separate 
for  each  line.  The  rates  of  gross  profit  on  the  different  lines 
will  probably  vary,  and  the  information  as  to  the  results  of  the 
business  done  in  each  class  of  goods  will  be  valuable  to  the 
manager. 

Deposits,  Credit  Memoranda,  etc. 

In  a  business  conducted  entirely  on  a  cash  basis,  the  number 
of  customers'  accounts  is  greatly  reduced,  but  they  are  not  in 
all  cases  entirely  eliminated,  since  regular  customers  often  leave 
deposits  to  avoid  the  inconvenience  of  paying  separately  for  each 
purchase.  The  auditor  should  see  that  deposit  accounts  are 
not  overdrawn,  and  that  if  interest  is  credited,  it  is  at  the 
proper  rate. 

A  quite  general  practice  is  to  issue  credit  memoranda  to  cus- 
tomers returning  goods,  which  memoranda  are  either  applied 
in  payment  of  subsequent  purchases  or  cashed  on  presentation 
to  the  cashier.  It  is  desirable  that  these  credit  memoranda  be 
controlled  by  an  account  on  the  general  ledger.  If  this  is  done, 
it  is  possible  for  the  auditor  to  satisfy  himself,  by  testing  entries 
for  credit  memoranda  issued  and  paid,  and  by  reconciling  the 
aggregate  of  the  outstanding  memoranda  with  the  balance  of 
the  controlling  account,  that  the  credit  memoranda  have  been 
properly  handled. 

DEPARTMENT  STORES 

The  business  carried  on  by  the  modern  department  store  does 
not  differ  materially  from  that  of  a  so-called  retail  store.  In 
fact,  a  department  store  is  a  combination  of  retail  businesses 
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under  one  management  and  on  this  account  presents  additional 
problems  of  merchandise  control  and  accounting. 

There  are  two  outstanding  points  in  connection  with  the 
operations  of  a  department  store  which  are  of  vital  importance 
to  the  management,  viz. : 

1.  Margin  of  profit  between  sales  and  cost  of  sales,  or  gross 

profit. 

2.  Expense  of  doing  business. 

The  management  uses  reports  of  departmental  gross  income 
and  net  profits  to  gauge  the  progress  of  the  business,  and  the 
auditor  should  bear  this  in  mind  in  order  to  make  an  effective 
audit  and  submit  an  intelligent  report. 

Cash 

In  addition  to  cash  in  banks  the  auditor  may  find  cash  on 
hand  in  the  custody  of  tube  room,  accounts  receivable  and  de- 
partmental cashiers,  treasilrer's  ofiice,  general  cashier's  ofl&ce  and 
with  other  employees  who  may  have  small  imprest  funds.  The 
funds  in  the  tube  room,  with  the  departmental  cashiers  or  in 
cash  registers,  generally  consist  of  the  day's  receipts,  and  change 
funds.  Before  counting  the  cash  on  hand  the  auditor  should 
procure  a  list  of  all  persons  who  have  charge  of  cash  and  imprest 
funds.  Where  p>ossible  the  entire  cash,  should  be  collected  at 
some  central  point  or  points  so  that  it  can  be  counted  at  one  time. 

It  may  be  advisable  in  those  establishments  where  the  day's 
receipts  are  counted  by  the  employees  on  the  following  morning 
to  make  the  verification  by  sealing  these  receipts  overnight  and 
attending  at  the  count  and  proof  of  this  cash  on  the  following  day. 

The  funds  on  deposit  in  banks  and  the  petty  cash  or  imprest 
funds  should  be  verified  in  the  usual  manner. 

Accounts  and  Notes  Receivable 

The  accounts  receivable  should  be  classified  so  as  to  show 
separate  totals  for  items  other  than  customers'  debit  balances 
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on  regular  sales,  such  as  proprietors',  officers'  or  employees' 
accounts;  accounts  with  customers  having  credit  balances  arising 
from  deposits  or  merchandise  refunds;  instalment  accounts  or  ac- 
counts due  from  affiliated  companies,  or  other  accounts  which 
do  not  represent  money  collectible  from  customers.  On  account 
of  the  volume  of  the  accounts  receivable  in  some  stores  it  is  not 
customary  to  examine  all  these  accounts  in  detail.  In  such 
cases  tests  are  usually  made  for  the  purpose  of  figuring  the 
reserve  for  doubtful  accounts  by  selecting  the  doubtful  items  in 
the  accounts  covered  by  several  letters  of  the  alphabet,  usually 
those  having  fairly  large  balances  in  the  aggregate.  The  trial 
balances  for  the  accounts  receivable  are  examined  in  detail  for 
a  few  letters  of  the  alphabet  only,  but  the  control  accounts  for 
the  accounts  receivable  ledgers  are  closely  scrutinized,  adjust- 
ments being  investigated. 

The  fact  that  a  considerable  amount  of  merchandise,  which 
will  be  returned  in  the  immediate  future,  has  been  billed  or  sold 
for  cash  in  the  period  under  review,  should  be  taken  into  consid- 
eration. If  the  amount  of  such  returned  merchandise  is  large, 
a  reserve  should  be  set  up  so  that  the  gross  profit  which  will  not 
be  realized,  because  of  returns  subsequent  to  the  close  of  the 
period,  will  be  eliminated  from  the  current  operating  figures. 
Usually  the  time  elapsing  between  the  end  of  the  fiscal  period  and 
the  completion  of  the  audit  is  sufficiently  long  so  that  the  amount 
of  the  actual  returns  from  the  sales  of  the  year  under  review  is 
known.  If  exact  figures  cannot  be  obtained,  estimates  based 
upon  past  experience  will  suffice. 

C.O.D.  Accounts. — The  C.O.D.  accounts  should  be  scru- 
tinized to  ascertain  whether  any  open  items  have  been  carried 
for  a  long  period.  The  local  C.O.D.  items  should,  in  the  regular 
course  of  business,  be  collected  within  a  day  or  two.  Any  local 
items  which  are  open  for  more  than  five  days  should  be  investi- 
gated and  reported  to  the  management.  When  satisfactory 
explanations  are  not  furnished,  C.O.D.  items  apparently  due 
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from  out-of-town  customers  should  not  be  allowed  to  remain 
of)en  indefinitely. 

"Will  Call"  Accounts. — ^A  class  of  accounts  receivable 
which  requires  special  attention  is  the  "will  call"  accounts 
which  represent  charges  for  sales  on  which  a  deposit  has  been 
made,  the  merchandise  being  held  with  the  understanding  that 
the  customer  will  call  for  the  merchandise  and  at  that  time  pay 
the  balance  due  on  the  transaction.  The  auditor  should  ascer- 
tain that  for  every  open  "will  call"  transaction,  there  is  a  credit 
for  a  deposit  and  where  it  is  the  practice  to  record  sales  at  the 
time  of  receiving  deposits,  that  there  is  a  charge  for  each  sale. 
He  should  satisfy  himself  that  such  open  transactions  are  repre- 
sented by  merchandise  in  the  store  and  that  such  merchandise  has 
not  been  included  in  the  inventory.  The  auditor  should  make 
certain  that  the  amount  of  the  deposit  is  sufficient  to  cover  any 
loss  through  deterioration,  imseasonableness  of  the  articles  or 
other  causes,  if  the  articles  are  not  called  for  within  a  reasonable 
time.  Notes  receivable  held  by  a  department  store  should  re- 
ceive careful  attention  as  ordinarily  all  accounts  are  paid  in 
cash. 

Inventories 

The  audit  of  department  store  inventories  should  consist  of 
a  verification  of  quantities,  prices,  extensions  and  footings  and 
the  consideration  of  the  condition  of  the  merchandise  as  to 
salability.  Since  inventories  are  usually  taken  by  the  store 
staff  prior  to  the  time  of  making  an  audit,  the  auditor  can  only 
make  such  tests  of  quantities  as  will  satisfy  him  that  reasonable 
care  was  taken  by  competent  employees  when  the  count  was 
made. 

The  majority  of  department  stores  take  their  physical  in- 
ventories at  retail  prices.  A  few  extend  the  inventories  at  both 
cost  and  retail,  using  for  valuation  purposes  the  actual  cost 
prices  when  they  are  lower  than  those  cost  prices  which  are 
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arrived  at  by  deducting  the  percentage  of  mark-on  from  the 
retail  prices,  unless  replacement  prices  are  still  lower. 

The  discussion  which  follows  refers  to  physical  inventories 
taken  at  retail  prices  only. 

If  physical  inventories  are  not  taken  at  the  end  of  the  period 
under  review  but  at  different  periods  during  the  year,  the  auditor 
should  ascertain  the  dates  when  actual  counts  were  made  and 
take  into  consideration  the  record  of  each  department  as  to 
overage  or  shortage  adjustments  in  prior  periods.  Where  this 
record  shows  for  any  department  continued  shortages  of  sub- 
stantial amounts,  adjustments  should  be  made  to  reduce  the 
book  inventory  figures,  having  in  mind  the  average  shortage 
in  a  six-month  or  annual  period  and  the  time  elapsed  since  the 
last  inventory. 

Tests  should  be  made  of  the  retail  prices  in  the  inventories 
by  a  comparison  with  the  prices  on  the  merchandise  itself,  and 
also  with  the  retail  prices  at  which  some  of  the  invoices  were 
extended.  The  inventory  totals  of  the  various  departments 
should  be  compared  with  the  totals  at  the  close  of  the  previous 
corresponding  period,  and  marked  variations  in  the  amounts 
carried  should  be  investigated. 

The  auditor  may  satisfy  himself  as  to  the  clerical  accuracy  of 
the  inventory  by  ascertaining  what  internal  check  was  made  by 
the  store  staff  and  by  testing  a  sufficient  number  of  the  items. 

The  salability  of  the  merchandise  can  best  be  determined  by 
conferring  with  the  merchandise  manager  or  any  other  employee 
exercising  that  function,  and  with  the  buyers  and  department 
managers.  In  some  establishments  it  is  customary  to  place 
on  each  lot  of  merchandise  a  letter  called  a  "season  letter," 
denoting  the  season  or  six-month  period  during  which  such 
merchandise  was  purchased.  The  season  letters  in  such  cases 
are  noted  on  the  inventory  sheets  and  the  amounts  extended  in 
separate  columns  for  each  season.  This  system  gives  valuable 
information  relative  to  the  age  of  the  stock.  The  auditor  should 
endeavor  to  have  his  client  use  the  "season  letters."    Other 
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stores  prepare  regularly  lists  or  schedules  of  the  slow-selling 
merchandise  in  each  department.  These  schedules  are  revised 
from  time  to  time  by  striking  out  the  items  that  are  sold  and 
adding  those  which  in  the  meantime  have  become  slow.  The 
schedules  on  hand  at  the  end  of  the  period  under  review  ought 
to  give  some  indication  of  what  merchandise  is  slow  selling  and 
the  value  that  ought  to  be  placed  on  it. 

In  brief,  the  determining  factor  in  the  valuation  of  mer- 
chandise is  what  the  goods  will  sell  for. 

Retail  Method. — ^A  great  many  department  stores  are  now 
using  what  is  known  as  the  "retail  method"  of  calculating 
inventories.  This  method  is  more  or  less  accurate,  depending 
upon  the  care  which  is  used  in  recording  the  mark-ups  and 
mark-downs  of  the  prices  of  merchandise,  and  the  segregation 
of  merchandise  into  departments. 

The  retail  method  of  merchandise  or  inventory  control  is 
briefly  described  as  follows: 

The  inventory  for  each  department  at  the  beginning  of  the 
accounting  period  is  priced  and  extended  at  both  cost  and  retail, 
or  selling,' values.  Subsequent  purchases  are  also  priced  and 
extended  at  retail  values  and  the  totals,  both  cost  and  retail, 
less  adjustments  for  returned  purchases,  are  added  to  the 
inventory  at  the  beginning  of  the  period  at  cost  and  retail 
values.  Any  changes  made  in  the  selling  or  retail  prices  for 
mark-ups  are  added  to  the  sum  of  the  inventory  and  the  pur- 
chases at  retail  prices.  The  difference  between  the  two  totals, 
i.e.,  between  total  cost  and  total  selling  values,  will  represent 
the  amount  by  which  the  merchandise  has  been  increased  above 
cost.  The  total  of  the  inventory  and  purchases  at  retail  and  the 
mark-ups  is  applied  to  the  above-mentioned  difference  to  arrive 
at  the  percentage  of  mark-on.  This  percentage  is  sometimes 
referred  to  as  the  "mark-up"  but  the  term  "mark-on"  should  be 
used  in  preference  in  order  to  prevent  confusion  when  the  term 
"mark-up"  is  properly  used  to  designate  the  increases  made  in 
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the  marked  retail  prices.  If  the  total  of  the  sales  and  of  the 
mark-downs  is  deducted  from  the  above-mentioned  sum  of  the 
inventory,  purchases  and  "mark-ups,"  the  result  should  show 
the  retail  value  of  the  inventory  at  the  end  of  the  accounting 
period.  Discounts,  losses,  samples,  etc.,  must  be  taken  into 
conside^atio^  also.  The  cost  value  of  the  inventory  is  deter- 
mined by  deducting  from  the  inventory  at  retail  the  amoimt 
of  mark-on,  which  amount  is  computed  by  applying  to  the 
inventory  at  retail  the  percentage  of  mark-on.     For  example: 

Department  No.  i 

Cost  Retail 

Inventory  at  beginning  of  month $25,000  $37,500 

Purchases 22,000  31,000 

$47,000    $68,500 
Less:  Purchases  returned 2,000       3,000 

$45,000    $65,500 
Mark-ups  during  month 2,000 

♦67,500 
The  difference  between  the  cost  and  the  marked-up  retail  value 
without  considering  the  mark-downs  ($67,500  —  $45,000)  is  $22,500, 
or  33.33  per  cent  of  $67,500 
Mark-downs  during  month 4iO0O 

$63,500 
Sales  at  retail 3S.Soo 

Book  inventory  at  end  of  month  at  retail $28,000 

Inasmuch  as  the  percentage  of  mark-on  for  the  department 
is  33.33  per  cent,  this  percentage  is  applied  to  the  book  inventory 
at  retail,  $28,000,  and  $9,333  is  deducted  to  reduce  the  book 
inventory  to  a  cost  of  $18,667. 

This  example  is  based  on  the  assumption  that  the  percentages 
of  mark-on  of  the  items  in  the  department  are  practically  imiform 
and  that  the  remaining  merchandise  has  its  proportion  of  both 
the  goods  marked  up  and  those  marked  down. 


DEPARTMENT  STORES  229 

When  the  retail  method  of  calculating  ttie  inventory  is  in 
use  and  when  no  physical  inventories  are  available,  in  order 
to  check  the  book  figures,  the  auditor  should  make  a  careful 
survey  of  this  phase  of  the  store's  accounting  records  to  make 
sure  that  clerical  errors  or  errors  of  principle  for  a  material 
amount  have  not  been  made. 

The  auditor  must  realize  that  in  accepting  a  book  inventory, 
based  on  this  method  of  calculation,  he  is  dealing  with  general 
averages  which  may  be  affected  by  the  volume  of  the  sales,  the 
proper  or  improper  classification  of  merchandise,  or  other  factors 
which  may  cause  him  to  overstate  or  understate  the  inventory 
on  the  balance  sheet. 

The  best  proof  of  the  accuracy  with  which  this  inventory 
method  is  being  used  is  the  record  of  comparisons  with  physical 
inventories  when  taken. 

The  inventory  shrinkages  and  overages  or  the  differences 
between  the  book  and  the  physical  inventories  of  the  various 
departments  should  be  examined  closely.  The  record  of  such 
shrinkages  and  overages  for  several  prior  periods  should  be 
studied.  If  it  is  foimd  that  the  stock  of  a  department  is  con- 
tinually short  and  there  is  no  explanation  for  the  shortage,  the 
preparation  of  the  purchase,  sales  and  inventory  figures  should 
be  examined  closely  and  the  possibility  of  theft  considered. 

The  subject  of  inventory  differences  in  department  stores 
has  been  studied  closely  by  the  Retail  Trade  Board  of  the  Bos- 
ton Chamber  of  Commerce,  which  has  prepared  a  pamphlet 
on  inventory  shortages  and  some  of  the  remedies  therefor.^ 

The  income  tax  regulations  with  respect  to  this  method  of 
valuing  inventories  are  covered  in  the  author's  Income  Tax 
Procedure,  1922,  page  475  et  seq. 

Purchase  Discounts. — In  connection  with  the  retail 
method  of  inventorying  merchandise,  the  auditor  should  ascer- 

^  Retail  Inventory  Shortages  and  Remedies. 
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tain  the  procedure  regarding  purchase  discounts.  Some  stores 
adopt  a  standard  rate  of  discount,  say  6  per  cent,  which  is 
treated  as  general  income  of  the  store,  and  adjust  the  cost  of 
merchandise  bought  at  other  rates  of  discount  to  this  basic  rate. 
For  example,  if  goods  are  billed  at  $ioo  less  2  per  cent,  the  de- 
partment may  be  charged  at  $104.26,  since  that  sum  less  6  per 
cent  gives  $98.  For  simplicity  some  stores  will  merely  add  $4, 
the  difference  between  the  discount  rates,  and  charge  the  de- 
partment $104.  When  this  method  is  followed  it  is  important 
that  an  amount  should  be  deducted  from  the  inventory  figures 
to  eliminate  the  discounts  added  to  the  original  cost  figures. 

Sales 

While  it  is  not  necessary  to  make  a  detailed  audit  of  the  sales, 
the  auditor  should  make  such  an  examination  as  will  satisfy 
him  that  they  are  being  properly  recorded  and  classified. 

In  studying  the  operations  of  the  various  departments,  one 
of  the  most  important  things  to  be  considered  is  whether  a 
satisfactory  rate  of  gross  profit  has  been  realized  on  the  sales 
of  each  department.  Any  undue  fluctuation  therein  from  one 
year  to  another  should  be  thoroughly  investigated.  Fluctua- 
tions in  the  ratio  of  selling  expenses  to  sales  should  also  receive 
careful  attention.  The  volume  of  business  done  exerts,  of 
course,  a  more  noticeable  influence  on  the  percentage  of  expenses 
to  gross  sales,  than  upon  the  ratio  of  gross  profit  to  sales. 

Sales  Audit. — The  system  of  internal  audit  in  connection 
with  the  verification  of  the  cash  received  from  cash  and  C.O.D. 
sales  and  the  amounts  charged  to  customers  for  charge  sales 
should  be  investigated.  This  investigation  usually  consists  of 
an  examination  of  the  summaries  prepared  by  the  audit  depart- 
ment to  prove  the  day's  sales.  The  summaries  covering  several 
days  taken  at  random  should  be  examined.  Any  adjustments 
made  should  be  carefully  investigated  by  the  auditor.  He  should 
ascertain  whether  the  missing  checks  developed  by  each  day's 
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audit  are  handled  so  that  there  is  no  p>ossibility  of  their  being 
overlooked  subsequently.  The  sales  totals  appearing  in  the 
records  of  the  audit  department  for  the  days  under  review  should 
be  traced  to  the  cash  book  and  accounts  receivable  or  other 
records. 

Fixtures  and  Alterations 

The  auditor  should  encourage  the  client  to  be  conservative 
in  the  matter  of  capitalizing  fixtures  and  alterations,  especially 
those  items  which,  because  of  their  nature,  may  not  be  in  use 
for  as  long  a  period  as  the  regular  fixtures. 

Expenses 

The  expenses  of  a  department  store  should  be  audited  in  the 
usual  manner  and  care  used  to  see  that  all  expenses  which  belong 
to  the  period  under  review  are  included  in  the  accounts  and  that 
unusual  and  extraordinary  expenses  are  shown  on  the  income 
and  expense  statement  as  such 

The  basis  of  the  apportionment  among  the  various  depart- 
ments of  such  expenses  as  delivery  service,  wrapping  desks, 
insurance,  general  administration,  etc.,  ought  to  be  investigated. 
A  rough  and  ready  way  of  distributing  such  general  charges  may 
result  in  serious  injustice  to  some  departments,  undue  advantage 
to  others  and  misleading  showings  generally. 

The  Retail  Public  Ledger,  Philadelphia,  March  16,  1921, 
gives  the  following  percentages  of  expense  to  sales  for  department 
stores,  stating  that  the  figures  were  issued  by  the  National 
Association  of  Newspaper  Executives  and  were  compiled  from 
data  furnished  by  the  Harvard  Bureau  of  Business  Research 
and  other  retail  research  organizations: 

Rent 324% 

Salaries 9.65 

Advertising 4.67 

Heat  and  light 54 

Delivery 1.02 
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Supplies .38 

Insurance  and  taxes 1.08 

General  expenses 4.15 

Depreciation  and  shrinkage i.ii 

Bad  debts 21 

Total  percentage  of  expenses  to  sales 26.05% 


An  article  in  the  Dry  Goods  Economist,  May  21,  192 1,  by 
Ernest  C.  Hastings,  states  that  "department  stores  must  show 
a  profit  of  from  26  to  30  per  cent  upon  the  selUng  price  in  order 
to  continue  in  business.    The  average  for  1919  was  30  per  cent." 

A  bulletin  published  by  the  Harvard  University  Bureau  of 
Business  Research  in  September,  1922,  gives  the  average  cost 
of  doing  business  for  301  stores  in  192 1  as  27.8  per  cent. 

Comparative  figures  on  delivery  costs  have  been  compiled 
by  the  Bureau  of  Research  and  Information  of  the  National 
Retail  Dry  Goods  Association,  to  which  reference  should  be 
made  for  further  information  upon  this  subject.  These  figures 
indicate  that  the  cost  to  deliver  a  package  ranges  from  53^  cents 
to  25  cents,  with  15  cents  as  a  fair  cost  per  package  (exclusive 
of  furniture)  in  a  moderate-sized  city. 


Distribution  of  Overhead. — While  the  auditor  is  not 
usually  concerned  with  the  method  of  distributing  the  overhead 
expenses  over  the  departments,  he  should  make  certain  that  the 
distribution  is  on  an  equitable  basis.  Certain  departments 
may  be  actually  operated  at  a  loss  although  the  statements  pre- 
pared may  indicate  a  profit,  and  vice  versa.  The  auditor  should 
call  attention  to  the  fact  that,  for  instance,  a  charge  for  rent  on 
the  sales  basis  or  on  a  pro  rata  floor  space  basis  to  a  department 
on  an  upper  floor  may  be  inequitable.  Delivery  expense  or 
advertising  charged  on  a  sales  basis  instead  of  on  the  number  of 
deliveries  or  the  advertising  space  occupied,  respectively,  may 
cause  inequitable  charges  to  some  departments. 
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Sales  and  Profit  Figures 

As  an  indication  of  the  sales  and  net  profits  of  some  represen- 
tative department  stores  the  following  figures,  appearing  in 
prospectuses  issued  by  these  stores  in  connection  with  security 
sales,  are  produced : 

R.  H.  Macy  &  Co.,  Inc.,  and  Subsidiary  Companies, 
New  York  City 


Net  Profits  Computed 

Percentage 

Net 

on  the  Basis  of  1922 

to 

Sales 

Federal  Tax  Rates 

Net  Sales 

Year  ended  January  31,  1920 

$35,828,515 

$3,120,038 

8.71 

"       "      January  29,  192 1 

44,527.221 

2,418,604 

5-43 

"       "      January  28,  1922 

46,671,762 

2,299,816 

4-93 

GiMBEL    Brothers,    New    York,    Philadelphia,    and 
Milwaukee  Combined 

Net  Profits  Comimted     Percentage 
Net  on  the  Basis  of  1933  to 

Sales  Federal  Tax  Rates  Net  Sales 

Year  ended  January  31,  1920  $58,346,214  $5,286,429  9.06 

"       "      January  31,  1921  66,070,496  2,838,987  4.29 

"       "      January  31,  1922  66,773,565  3,511,299  5.26 

Leased  Departments 

Many  stores  have  made  arrangements  whereby  certain  de- 
partments are  operated  by  lessees  who  furnish  the  merchandise 
and  pay  certain  direct  expenses,  such  as  selling  salaries  and  ad- 
vertising, in  addition  to  paying  a  commission  on  the  sales.  In 
other  cases  the  lessee  pays  a  fixed  sum  as  rental  for  the  space 
used  and  is  charged  in  addition  a  proportion  of  practically  all 
other  expenses  of  the  store.  The  auditor  should  examine  the 
contracts  with  the  lessees  and  satisfy  himself  that  all  expenses 
which  are  prop)erly  chargeable  are  being  billed  to  the  lessee. 

Restaurants,  Groceries,  etc. 

Some  stores  maintain  certain  departments,  such  as  restau- 
rants, groceries,  etc.,  for  advertising  or  service  purposes.  It  may 
not  be  expected  that  such  departments  should  show  a  profit. 


234  AUDITING— SPECIAL  POINTS 

However  it  must  be  ascertained  that  the  loss  is  not  greater  than 
the  advertising  value  derived  from  the  operation  of  such  depart- 
ments. 

Miscellaneous  Income 

The  income  from  securities,  rentals  from  automatic  machines 
and  the  sales  of  empty  packing  cases  and  waste  paper  should  be 
investigated  to  make  certain  that  all  income  is  being  reported. 

Uniform  Accounting  System 

Early  in  1922,  there  was  published  by  authority  of  the  Board 
of  Directors  of  the  Controllers'  Congress  and  the  National 
Retail  Dry  Goods  Association,  A  Standard  Method  of  Accounting 
for  Retail  Stores.  This  work  has  been  accepted  by  the  School 
of  Business  Administration  of  Harvard  University  as  a  standard 
to  be  used  in  obtaining  statistics  of  retail  distribution  costs. 
Volume  I  contains  descriptive  matter  and  Volume  II  charts  and 
forms.    The  auditor  should  study  this  uniform  method. 

A  form  of  income  account  and  the  classification  of  operating 
expenses  from  this  work  are  reproduced  below; 

Income  Account 

Sales 

Gross  sales $ 

Less:  Returns  and  allowances 


Net  sales .' $. 

Cost  of  Sales 

Inventory  at  beginning  of  period $ 

Purchases,  Net 

Freight,  express  and  cartage  inward 

Total  inventory  and  purchases $ 

Inventory  at  end  of  period 

Gross  cost  of  merchandise  sold $ 

Discount  earned  on  merchandise  purchases 
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Net  cost  of  merchandise  sold $. 

Alteration  costs \ 


Total  merchandise  costs $. 

Operating  expenses 


Cost  of  sales. 


Operating  profit  or  loss $. 

Other  Income  and  Losses 

Other  income $ 

Other  losses 


Other  income  or  losses,  net. 


Net  profit  or  loss $. 

Provision  for  Federal  income  taxes 


Balance  to  current  profit  and  loss $. 


Operating  Expenses 

Natural  Divisions  Functional  Group  Classification 

Salaries  and  wages  Administrative 

Rental  Occupancy 

Advertising  Publicity 

Taxes  Buying 

Interest  Selling 

Supplies 

Service  purchased 
Unclassified 
Traveling 
Communication 
Repairs 
Insurance 
Depreciation 
Professional  services 

Operating  Statistics 

The  author  gives  below  statistics  which  have  been  compiled 
from  available  data.  The  figures  are  taken  largely  from  articles 
appearing  in  System^  which  magazine  has  been  collecting  data 
from  many  sources  on  retail  costs  and  results. 
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Sales  Salaries 

Small  City  Lat;ge  City 

Carpets 16%             4% 

Corsets 5.5              5 

Hosiery 6.5               6 

Toilet  goods 6                  7 

Gloves                  6                  6 

Jewelry  and  leather  goods     ...  9                  7.5 

Notions 10                  9 

Dress  goods          .....  10                  9 

Millinery 11                  9 

Shoes 5.5 

Men's  clothing S 

Men's  hats 6 

Men's  furnishings         .         .    ^     .         .  S 

Waists 4 

Candy 8 

Pianos         ......  10 

House  furnishings         ....  6 

Furniture 4 

Rugs 3 

Art 7 

Books 6 


Turnovers* 


Number  of 
Times 


Groceries    . 

Department 

Variety  goods 

Drugs 

Dry  goods 

Hardware 

Furniture 

Shoes 

Clothing 

Jewelry 


10 

7t 
6 

45 
4 

3-5 
3 

2.1 

3 

IS 


•The  turnover  is  obtAined  by  dividing  the  average  inventory  at  selling  prices  Into  the 
year's  sales,  or  by  dividing  the  average  inventory  at  cost  into  the  year's  sales  reduced  to  cost. 

fThe  author's  opinion  is  that  this  is  rather  high  and  that  the  turnover  of  department 
■tores  is  from  3  to  s  times.     (See  following  table.) 


Department  Store  Turnovers 


Number  of  Times 

Bedding 

3 

Books         

.           2H 

Candy         

7 

Chinaware  ....,,. 

.           2}i 

Clocks         

3 

Clothing  (men's  and  boys')  .... 

.        3% 

Coats,  suits  and  dresses         .... 

.      sK 

Corsets 

8 

Dress  goods 

3 

Dry  goods 

.           2K 

Embroideries 

2 

Furniture 

.             2}4 

Furs 

3 

Gloves 

■      zH 

Handkerchiefs 

.      i'A 

Hats  (men's  and  boys')          .... 

3 

Hosiery 

4 

Infants'  clothing 

3H 

Jewelry 

2 

Jewelry  (toilet  goods,  bags,  and  belts)    . 

3^ 

Laces 

2H 

Leather  goods 

zH 

Linens 

2H 

Linings 

aH 

Men's  furnishings 

4 

Millinery     .         .         .         ,         . 

6 

Muslin  underwear      • 

sH 

Neckwear  (women's) 

sK 

Notions       ....... 

4H 

Patterns 

s 

Pianos         

3% 

Ribbons      

4 

2 

Shoes  (men's,  women's,  and  children's)  . 

2H 

Silks 

3 

Stationery 

2H 

Suits  and  coats  (women's  and  misses')    . 

m 

Toilet  goods 

3K 

Trunks        

sH 

Umbrellas 

6 

Underwear  (knit — men's,  women's  and  children's) 

4 

Veilings       ........ 

3 

Wash  goods         ....... 

3 

Waists 

SH 

338 


DEPARTMENT  STORES  239 

Wholesale  Departments 

Some  department  stores  have  wholesale  departments. 
Whenever  this  is  the  case,  the  audit  of  the  accounts  pyertaining 
to  the  wholesale  departments  should  follow  the  lines  laid  down 
under  "Wholesale  Merchants." 


CHAPTER  XI 

TRADING 

(Part  II) 

This  chapter  deals  with  the  audit  of  the  accounts  of  wholesale 
merchants,  instalment  houses  and  exporters. 

WHOLESALE  MERCHANTS 

The  audit  of  the  accoimts  of  wholesale  merchants  demands 
extreme  vigilance  on  the  part  of  the  auditor,  because,  unless 
the  system  is  complete,  not  only  as  to  financial  transactions 
but  also  as  to  accounting  for  the  actual  stock  received  and 
delivered,  the  discovery  of  loss  by  error  or  fraud,  if  any  exists, 
is  exceedingly  difficult. 

Comparisons  should  be  made  of  the  stock  records  with  the 
details  of  the  sales  and  purchases  entered  in  the  general  books. 
These  should  reveal  any  payments  charged  as  purchases  which 
are  not  bona  Me  or  for  which  all  the  goods  were  not  received. 
Theft  of  stock  or  of  the  proceeds  of  merchandise  sold  for  cash, 
as  well  as  the  shipment  of  stock  without  charging  customers 
therefor,  should  also  be  discovered  by  such  comparisons. 

In  addition  to  the  possibilities  of  fraud  above  mentioned 
are  those  in  which  attempts  at  concealment  are  made  by  making 
false  entries  on  the  financial  records  only,  such  as  the  theft  of 
customers'  remittances,  in  whole  or  in  part,  the  accoimts  remain- 
ing open  on  the  ledger,  or  writing  them  off  through  the  journal 
ostensibly  as  bad  accounts,  or  as  having  been  closed  by  dis- 
counts, allowances,  or  return  of  goods;  by  erroneously  reporting 
the  aggregate  of  cash  sales,  raising  the  amounts  of  vouchers 
covering  cash  paid  for  freight  and  expressage,  etc. 

240 
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Large  purchases  by  wholesale  houses  from  manufacturers  are 
frequently  controlled  by  contracts.  These  should  be  examined 
to  see  that  the  entries  on  the  books  covering  allowances  for 
defective  goods,  allowances  for  fall  in  market  values,  discounts, 
freight,  etc.,  are  in  accordance  with  the  terms  of  the  contracts. 
Agreements  to  purchase  stipulated  quantities  yearly  should  also 
be  noted. 

Agreements  with  salesmen  should  be  examined  to  see  that 
the  correct  commissions  on  sales  are  being  paid. 

In  cases  where  postage,  expressage  and  insurance  on  goods 
sold  are  charged  to  customers  and  included  in  invoices,  these 
items  should  be  segregated  and  not  included  in  the  sales  figures. 

Particular  care  must  be  exercised  (to  avoid  misstating  the 
business  results)  to  ascertain  that  the  mathematical  calculations 
of  inventory  are  correct,  that  the  unsold  stock  has  been  priced 
at  either  cost  or  market^ — whichever  is  the  lower — and  that 
sufficient  allowance  has  been  made  for  probable  discounts  on 
customers'  accounts  not  yet  due  in  addition  to  the  usual  reserve 
for  uncollectible  accounts,  depreciation  of  fixtures,  etc. 

In  connection  with  the  valuation  of  the  inventories  the  au- 
thor's remarks  in  Chapters  VIII  and  IX  of  Volume  I  should  be 
carefully  considered. 

In  concerns  doing  an  export  or  import  business,  accounts 
with  foreign  houses  are  usually  kept  in  both  foreign  and  United 
States  currencies.  As  many  of  such  accounts  are  settled  in 
foreign  currency,  it  is  necessary  to  calculate  the  equivalent  in 
American  money  of  the  foreign  balances  at  the  current  rate  of 
exchange  at  the  date  of  the  balance  sheet,  and  to  take  up  in  the 
income  account  the  differences  between  these  equivalents  and 
the  balances  in  the  accounts  kept  in  American  money.  Differ- 
ences between  balances  in  foreign  banks  and  the  equivalent  in 
American  money  should  be  adjusted  in  a  similar  maimer. 

When  wholesale  houses  carry  foreign  accounts  receivable, 
confirmation  of  the  balances  of  these  accounts  will  be  a  long  and, 
in  some  cases,  an  impracticable  task.    When  not  confirmed  by 
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direct  correspondence,  the  items  in  these  accounts  should  be 
traced  to  the  original  orders  and  shipping  documents.  The 
auditor  should  ascertain  whether  ample  reserves  have  been 
provided  for  doubtful  accounts  in  view  of  the  greater  difficulty 
of  collection  of  foreign  outstanding  accounts. 

When  banks  have  made  advances  against  foreign  bills  sent 
for  collection,  which  have  subsequently  been  dishonored,  the 
auditor  should  determine  whether  these  drafts  have  immediately 
been  charged  back  to  the  customer  and  ascertain  what  steps 
have  been  taken  to  dispose  of  the  goods  in  question,  and  whether 
adequate  provision  has  been  made  for  possible  loss  on  the  sale 
thereof. 

Trade  discoimts,  both  payable  and  receivable,  figure  largely 
in  the  accounts  of  wholesale  houses  and  should  be  correctly 
reflected  on  the  books. 

Purchase  orders  for  future  delivery  should  be  examined  to 
compare  the  prices  of  the  merchandise  figuring  therein  with  the 
prices  used  in  the  inventory.  The  prices  of  merchandise 
shown  in  sales  orders  in  hand  but  not  yet  executed  should  also 
be  reviewed.     See  further,  Volume  I,  pages  259-263. 

If  merchandise  is  on  hand  in  outside  warehouses,  statements 
should  be  secured  from  the  warehouses  of  the  merchandise 
being  held  for  the  client's  account.  Generally,  these  statements 
will  give  the  number  of  cases,  with  their  identification  marks, 
so  that  the  merchandise  can  be  traced  to  the  original  invoices. 

Warehouse  receipts  are  often  hypothecated  with  banks  as 
collateral  for  loans,  and  in  such  cases  confirmation  of  their  posses- 
sion of  these  receipts  should  be  obtained  from  the  banks. 

Wholesale  houses  may  have  large  stocks  of  obsolete  mer- 
chandise. Particular  care  must  be  taken  to  see  that  sufficient 
reserves  are  set  up  to  cover  the  depreciation  in  value. 

If  perpetual  inventories  are  kept,  the  auditor  should  ascer- 
tain that  goods  returned  from  customers  are  entered  on  the  stock 
sheets  to  prevent  the  surreptitious  resale  of  returned  goods  by 
employees. 
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Goods  held  on  consignment  for  other  houses  should  not  be 
carried  in  the  inventory.  Consignments  held  for  the  client  by 
outsiders  should  not  appear  on  the  books  at  more  than  cost 
price. 

In  stating  the  results  from  trading,  the  total  sales,  the  cost 
of  sales  and  the  gross  profit  should  be  shown  separately,  so  that 
the  auditor  may  ascertain  whether  the  percentage  of  the  latter 
is  up  to  the  rate  which  may  reasonably  be  expected  to  have  been 
realized.  The  subject  of  gross  profit  on  sales  has  been  treated 
in  further  detail  in  Chapter  VT,  under  the  caption,  "Retail 
Merchants." 

INSTALMENT  HOUSES 

The  following  discussion  deals  with  concerns  whose  goods 
are  sold  chiefly  on  the  instalment  plan.  Department  stores 
occasionally  sell  pianos,  phonographs  and  a  few  other  items  of 
merchandise  on  the  instalment  plan  and  all  other  goods  on  the 
monthly  payment  plan.  All  instalment  houses  sell  for  cash  as 
well.  The  verification  of  cash  sales  is  explained  on  page  230. 
Usually  instalment  sales  are  secured  by  liens  on  the  merchandise 
delivered,  the  liens  remaining  in  eflfect  imtil  the  last  instalments 
are  paid. 

Instalment  Sales  Contracts 

The  auditor  should  familiarize  himself  with  the  terms  of  the 
instalment  sales  contracts  used  by  the  client  whose  books  are 
under  audit.  The  contracts,  which  may  be  conditional  sales 
agreements  or  chattel  mortgages,  vary  according  to  the  laws  of 
different  states. 

Accounts  Receivable 

The  accounts  receivable  require  special  attention,  represent- 
ing as  they  do  uncollected  instalments  which  for  the  greater  part 
are  not  due  at  the  time  of  audit.  The  usual  method  of  valuing 
the  outstanding  accoimts  in  an  instalment  house  is  to  list  the  bal- 
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ances  in  columns  according  to  the  time  elapsed  since  the  date 
of  the  receipt  of  the  last  instalment.  An  allowance  is  made  for 
the  aggregate  of  each  period  on  the  basis  of  previous  experience 
after  giving  consideration  to  present  and  local  conditions.  The 
reserve  for  doubtful  accounts  may  vary  from  7  to  lo  per  cent  of 
the  yearly  instalment  sales  according  to  the  location  of  the 
business,  nature  of  the  merchandise  sold  and  the  general  business 
conditions.  Without  knowledge  of  the  experience  of  some  other 
instalment  houses  the  auditor  will  find  it  difficult  to  pass  upon  the 
reasonableness  of  losses  arising  from  bad  debts  and  the  relation 
thereto  of  the  value  of  goods  repossessed.  The  auditor  should 
make  a  special  study  of  the  experience  of  previous  years  in  the 
collection  of  accounts. 

The  auditor  should  not  be  misled  by  statements  that  the 
value  of  the  merchandise  replevined  will  cover  the  uncollected 
balance.  He  should  examine  the  experience  of  the  establishment 
in  this  respect. 

Goods  Replevined 

The  method  of  handling  goods  replevined  should  be  examined. 
When  merchandise  is  sold  on  credit,  a  chattel  mortgage  or  lien 
is  signed  by  the  customer  and  held  by  the  vendor.  Thus  the 
legal  title  does  not  pass  to  the  customer  until  the  entire  amount 
of  the  price  is  paid.  When  the  customer  fails  to  make  payments 
the  goods  may  be,  and  usually  are,  "replevined"  or  taken  back 
through  legal  process.  The  articles  replevined  have  been  used, 
are  "second  hand,"  and  generally  have  a  greatly  reduced  value. 
Merchandise  so  replevined  is  usually  sold  immediately  through 
an  auctioneer,  and  the  differences  between  the  amounts  still  due 
from  the  customers  and  the  proceeds  of  the  sale  are  written 
off.  The  auditor  should  satisfy  himself  that  all  replevined 
merchandise  has  been  disposed  of  and  that  the  loss  is  properly 
recorded.  If  any  such  articles  are  still  in  stock  the  prices  should 
be  reduced  to  net  sales  value  before  inclusion  in  the  inven- 
tory. 
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Gross  Profit  Method  Inapplicable 

Articles  for  sale  in  a  concern  giving  credit  on  the  instalment 
plan  sometimes  carry  two  prices  in  code,  one  for  cash  customers 
and  another,  very  much  higher,  for  credit  customers.  It  follows 
that  the  sales  accounts  in  such  cases  will  include  both  the  low 
and  the  high  prices,  which  usually  make  it  impossible  to  test  the 
accuracy  of  the  inventory  by  the  "gross  profit  p>ercentage" 
method. 

As  a  general  rule,  instalment  plan  houses  take  their  inven- 
tories at  cost,  and  the  retail  method  as  outlined  in  Chapter  X 
under  "Department  Stores"  is  not  used. 

Collections,  etc. 

The  system  of  internal  check,  or  the  follow-up  system,  in 
connection  with  instalment  collections  should  be  investigated. 
Inquiry  should  be  made  as  to  the  procedure  followed  when  a 
customer  defaults  in  his  payments,  or  is  reported  as  in  default, 
and  whether  the  proper  safeguards  are  taken  in  such  cases  to 
minimize  the  possibility  of  the  appropriation  of  instalments  by 
collectors. 

Tax  Returns 

Federal  tax  returns  for  instalment  concerns  may  be  prepared 
in  accordance  with  Treasury  Decision  3082,  which  permits  the 
inclusion  as  profit  of  that  proportion  of  the  cash  collections 
during  the  year  which  the  gross  profit  on  such  sales  bears  to  the 
selling  price.  This  necessitates  for  income  tax  purposes  a  divi- 
sion of  sales  into  two  classes,  viz.: 

1.  Cash  sales;  limited  charge  sales;  and  instalment   sales 

on  which  an  initial  payment  of  25  per  cent  or  more 
is  made. 

2.  All  other  instalment  sales. 

The  sales  included  in  (2)  are  those  on  which  the  taking  of 
profit  is  permitted  to  be  deferred  by  Treasury  Decision  3082. 
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The  procedure  to  be  followed  in  the  preparation  of  tax  re- 
turns is  outlined  in  the  author's  Income  Tax  Procedure. »  This 
method  of  arriving  at  net  income,  which  postpones  the  taking 
of  profit  until  the  realization  in  cash,  is  not  in  accord  with  good 
business  or  accounting  practice,  and  although  used  in  the  prep- 
aration of  tax  returns  should  not  be  used  in  the  preparation  of 
financial  statements  for  bankers  or  others. 

EXPORTERS'  ACCOUNTS 

When  conditions  are  normal  between  the  countries  concerned, 
the  audit  of  the  accounts  of  export  houses  presents  few  difficult 
problems;  all,  or  most,  of  the  transactions  progress  from  start 
to  finish  in  an  orderly  way  and  the  special  points  with  respect  to 
which  the  auditor  must  exercise  special  care  are  not  numerous. 
Drafts  are  drawn,  accepted  and  paid;  extensions  are  unusual, 
or  when  occurring  indicate  some  danger  spot. 

The  World  War,  however,  has  left  in  its  wake  a  multitude 
of  problems  which  will  require  on  the  part  of  the  exporter,  many 
years  to  solve:  depreciated  European  currencies,  credit  to  war- 
exhausted  nations,  the  almost  universal  demand  for  extension 
of  time  for  payment  of  drafts,  refusal  to  accept  merchandise  on 
arrival  and  all  the  consequent  difiiculty  of  disposing  of  unwanted 
goods  in  a  foreign  land.  Some  of  these  conditions,  we  hope,  will 
never  recur;  but  some  of  them  are  likely  to  arise  at  any  time  of 
financial  disturbance  or  business  depression.  The  auditor  must 
therefore  be  familiar  with  the  exceptional  conditions  so  that 
when  they  arise  he  will  be  equipped  to  deal  with  them 
satisfactorily. 

Cash 

The  verification  and  statement  of  cash  on  hand  and  in 
domestic  banks  does  not  differ  in  any  way  from  other  audits. 


iMontgomery,  Income  Tax  Procedure,  1922,  pages  487-504. 
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Cash  on  deposit  in  foreign  countries  should  be  valued  in  the 
balance  sheet  at  the  rate  of  exchange  current  at  the  date  of  the 
balance  sheet.  This  conversion  has  been  particularly  important 
during  the  years  immediately  following  the  war  when  dollar 
exchange  was  at  a  high  premium.  Such  an  asset  might  appear 
on  the  company's  books  at  a  standard  rate  of  exchange,  since, 
for  convenience,  transactions  are  usually  entered  at  a  fixed 
rate,  which  might  be  very  close  to  the  normal  rate  of  exchange. 
Under  such  circumstances  the  asset  for  balance  sheet  purposes 
would  be  subject  to  a  very  severe  reduction. 

The  auditor  should  ascertain  whether  any  cash  on  deposit 
here  or  in  foreign  countries  has  been  pledged  as  security  for  any 
of  the  company's  actual  or  contingent  liabilities.  If  it  has  been 
pledged,  that  fact  should  be  set  forth  in  the  balance  sheet. 
This  has  been  an  important  point  in  connection  with  audits 
during  recent  years  on  account  of  the  demoralized  condition 
of  the  export  business.  Since  the  war,  peculiar  conditions  have 
led  the  banks  in  this  country  to  decline  to  purchase  drafts  drawn 
against  foreign  shipments.  Consignees  abroad  (especially  in 
South  America)  failed  to  accept  drafts  drawn  against  them  with- 
out requesting  further  extensions  of  time  beyond  the  terms  of 
the  drafts.  In  many  cases,  the  goods  for  which  the  drafts  were 
drawn  were  not  accepted,  on  account  of  the  fall  in  commodity 
prices.  In  other  instances  drafts  previously  accepted  were  not 
met,  on  account  of  the  severe  drop  in  exchange  between  the 
date  of  acceptance  and  the  date  of  maturity;  instead,  further 
extensions  of  time  were  requested  in  the  hope  that  the  exchange 
rate  would  become  more  favorable  before  the  maturity  of  the 
extension.  As  a  result,  the  exporters  were  forced  to  adopt  new 
methods  of  financing  and  in  some  cases  many  assets  were  pledged 
to  facilitate  the  sale  of  new  drafts,  or  to  secure  the  banks  on 
drafts  previously  sold  to  them  and  not  yet  paid  by  the  drawees. 
For  these  reasons  careful  consideration  should  be  given  to  the 
status  of  any  cash  on  deposit  with  banks,  both  here  and  in 
foreign  countries. 
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Accounts  Receivable— Collection  Drafts 

At  all  times  there  will  be  a  number  of  drafts  in  the  hands  of 
banks  for  collection.  There  are  many  reasons  why  drafts  may 
be  placed  with  the  banks  for  future  collection  instead  of  being 
sold  to  the  banks.  The  principal  reason  is,  generally,  that  such 
drafts  do  not  represent  current  shipments.  The  drafts  may 
have  been  drawn  to  collect  the  balance  of  an  old  account,  or  it 
may  be  the  policy  of  the  company  to  sell  to  certain  customers 
on  open  account,  drafts  being  drawn  for  round  amounts  at  stated 
intervals.  The  status  of  all  such  drafts  should  be  thoroughly 
investigated  and  letters  should  be  sent  requesting  the  banks  to 
confirm  that  they  are  holding  such  drafts  for  collection. 

After  the  fall  of  1920,  when  many  of  the  banks  declined  to 
purchase  drafts  drawn  against  shipments  to  certain  foreign 
countries,  especially  South  American  countries,  as  previously 
mentioned,  practically  all  drafts. were  taken  by  the  banks  for 
collection.  To  ascertain  the  status  of  all  collection  items  is 
therefore  one  of  the  tasks  of  the  auditor.  It  will  be  found  that 
many  of  the  drafts  have  been  collected  between  the  date  of  the 
balance  sheet  and  the  date  of  examination,  but  unless  the  examina- 
tion date  is  several  months  after  the  date  of  the  balance  sheet, 
a  very  large  percentage  will  probably  be  outstanding.  Ordinar- 
ily, this  would  be  due  to  the  long  terms  granted  in  doing  busi- 
ness with  foreign  countries,  such  as  60,  90,  and  120  days'  sight, 
and  90  and  120  days'  dating.  The  demoralized  condition  of  the 
export  business  on  account  of  the  sudden  and  rapid  decline 
of  commodity  prices  and  exchange  rates  during  1920  was  respon- 
sible for  further  extensions  of  time  and  therefore  an  increasing 
proportion  of  drafts  still  unsettled. 

If  the  auditor  is  fortunate  enough  to  find  a  well-kept  and 
comprehensive  draft  record,  his  task  is  greatly  lessened.  Such 
a  draft  record  should  contain  alongside  of  the  original  entry  of 
a  draft,  all  subsequent  information  concerning  the  movements 
of  the  draft,  which  makes  it  less  difficult  to  determine  its  status 
at  the  time  of  the  examination.    It  is  quite  probable,  however, 
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that  he  will  not  find  such  an  ideal  record  because  in  the  ordinary 
course  of  the  export  business  no  such  complete  record  was 
needed,  inasmuch  as  the  great  majority  of  drafts  were  accepted 
and  paid  according  to  their  original  terms.  Those  which  did 
not  go  through  as  originally  drawn  were  easily  taken  care  of  as 
the  occasions  for  adjustments  arose. 

Lacking  such  a  comprehensive  record  concerning  drafts,  it 
will  be  necessary  for  the  auditor  to  examine  the  memorandum 
records  which  contain  information  relative  to  the  status  of  drafts 
which  remain  unsettled.  These  may  be  in  the  form  of  cable  or 
letter  advices,  or  memoranda  made  by  the  company's  employees 
from  such  advices. 

It  will  be  found  that  these  drafts  are  outstanding  for  one  of 
several  reasons,  for  instance: 

1.  The  draft  may  have  been  accepted  on  presentation  but 
it  is  not  yet  due.  In  this  case  only  the  future  will  disclose 
whether  or  not  it  will  be  paid  at  maturity. 

2.  The  draft  may  have  been  accepted  on  presentation  and, 
at  maturity,  the  drawee  may  have  requested  a  further  extension 
of  time.  In  such  a  case  the  foreign  bank  to  which  the  draft 
has  been  sent  for  collection  may  have  expressed  an  opinion  of  the 
drawee's  responsibility  or  the  drawee  may  have  made  a  deposit 
with  the  foreign  bank  in  the  nature  of  a  part  payment.  From 
the  information  at  his  disposal,  the  auditor  must  pass  upon  the 
value  of  the  item. 

3.  The  draft  may  not  have  been  accepted  for  the  reason  that 
some  abatement  is  pending  between  the  foreign  customer  and 
the  company's  agent  on  account  of  a  price  or  shortage  adjust- 
ment. Such  open  drafts  must  be  valued  on  the  basis  of  the 
facts  in  each  case. 

4.  The  latest  drafts  deposited  with  the  banks  for  collection 
just  before  the  close  of  the  period  under  examination  may  not 
have  been  presented  for  acceptance  because  of  the  distance 
from  this  country  to  the  port  of  destination.  Since  the  drafts 
are  sent  through  the  banks  with  documents  attached,  the  title 
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to  the  goods  remains  in  the  company  until  the  draft  is  accepted. 
Therefore,  provided  the  shipments  were  made  on  bona  fide 
sales  orders,  there  can  be  no  question  as  to  the  value  of  such  open 
items.  It  may  be  found,  however,  that  shipments  have  been 
made  to  the  company's  own  foreign  branches  and  drafts  drawn  in 
the  same  manner  as  on  shipments  to  customers.  Such  items 
should  be  shown  in  the  balance  sheet,  not  as  accounts  receivable, 
but  as  merchandise.  Any  profit  which  has  been  included  in  the 
billing  to  the  branch  must  be  eliminated  through  a  reserve 
account. 

5.  The  draft,  although  drawn  on  a  customer,  may  have  been 
accepted  by  the  company's  own  agent  or  by  one  of  its  foreign 
branches,  because  the  drawee  refused  to  accept  on  presentation 
for  some  good  reason  or  for  no  reason  at  all  except  irresponsi- 
bility. In  such  an  instance  either  the  sale  should  be  reversed 
and  the  goods  represented  thereby  inventoried  at  cost  or  market 
value,  or  the  outstanding  draft  may  be  classified  for  balance 
sheet  purposes  as  merchandise  in  hands  of  agents,  provided  an 
adequate  reserve  is  set  up  to  eliminate  the  profit  included  in 
the  sale  and  to  take  care  of  any  loss  in  connection  with  the 
redisposal  of  the  goods. 

6.  Acceptance  of  the  draft  may  have  been  refused  by  the 
drawee  on  presentation  and  the  goods  have  been  turned  over  to 
the  company's  agent,  the  customer's  draft  to  be  returned,  in 
accordance  with  instructions,  through  the  bank  in  which  the 
draft  was  originally  deposited  for  collection.  Such  an  item 
should  be  classified  as  merchandise  in  hands  of  agents  and 
valued  as  previously  suggested. 

The  auditor  should  ascertain  whether  any  of  these  drafts  has 
been  pledged  against  advances  made  by  the  banks  with  which 
the  drafts  were  deposited  for  collection,  or  by  any  other  banks 
from  which  loans  or  advances  on  account  of  foreign  shipments 
have  been  obtained.  Banks  which  decline  to  purchase  drafts 
against  foreign  shipments  may  take  the  drafts  on  a  collection 
basis  and  advance  to  the  exporter  a  percentage  of  such  drafts 


EXPORTERS  251 

or  round  amounts  against  the  drafts,  with  the  understanding 
that  the  proceeds  of  the  drafts,  when  collected,  will  be  applied 
against  the  loan.     Such  drafts  should  be  shown  as  pledged  assets. 

Accounts  Receivable — Customers'  Open  Balances 

Foreign  customers'  open  balances  are  rather  difficult  to 
value  from  the  auditor's  point  of  view.  All  such  balances  should 
be  thoroughly  scrutinized  to  find  out  how  the  unpaid  items  arose, 
whether  from  sales  on  open  account,  or  from  cash  entries  in 
connection  with  previous  draft  transactions.  The  dates  of 
entries  very  often  do  not  indicate  the  age  of  the  accounts.  It 
may  be  found  that  a  refund  of  the  amount  of  the  draft  has  been 
made  by  the  exporter  to  the  bank  to  which  the  customer's 
draft  was  originally  sold,  and  this  refund  has  been  charged  to 
the  customer  while  an  effort  is  being  made  by  the  company's 
foreign  agent  to  induce  the  customer  to  accept  the  goods  ordered 
by  him  which  were  shipped  by  the  exporter  in  good  faith. 
Meantime  the  exporter  has  had  to  take  up  the  draft,  hence  the 
cash  debit  to  the  foreign  customer's  account.  In  such  an  in- 
stance there  is  a  very  grave  doubt  as  to  whether  the  foreign 
agent's  negotiations  will  be  successful.  If  they  are  not,  the 
exporter  will  be  left  with  the  goods  on  hand  in  a  foreign  port. 
Such  a  situation  is  very  likely  to  cause  a  heavy  loss  to  the 
exporter.  Especially  was  this  true  in  the  years  after  the  war 
when  foreign  p)orts  were  glutted  with  American  goods  at  a  time 
when  exchange  rates  were  declining  rapidly.  If  prompt  entries 
are  not  made  based  on  the  information  received  it  may  be  found 
that  the  goods  represented  by  such  entries  have  already  been 
taken  over  by  the  company's  foreign  agents  for  disposal  in  the 
open  market.  A  foreign  customer's  op)en  balance  therefore  may 
represent  goods  in  the  hands  of  the  company's  own  agent  after 
having  been  refused  by  the  original  consignee.  In  this  case 
the  question  arises  as  to  what  value  should  be  placed  upon  such 
an  item. 

Banks  have  in  some  cases  requested  refunds  on  foreign  drafts 
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previously  sold  to  them  by  export  houses,  for  the  reason  that  the 
drawees  requested  further  extensions  of  time  on  maturing  drafts. 
In  some  instances  such  refunds  have  been  charged  to  the  foreign 
customer's  accounts  pending  the  final  collection  of  the  drafts. 
Actually  the  drafts  are  being  held  by  the  banks  on  a  collection 
basis  and  such  items  should  be  so  classified,  or  as  cash  deposited 
with  banks  as  security  for  the  exporter's  contingent  liability 
on  drafts  sold  to  banks.  When  the  banks  request  such  refimds 
they  aid  the  exporters  by  advancing  to  them  percentages  of 
such  refunded  drafts  or  by  making  them  a  straight  loan  against 
these  drafts,  which  are  being  held  for  collection  as  soon  as  the 
requested  extension  of  time  expires.  It  may  be  found  therefore 
that  items  appearing  as  customer's  open  balances  are  in  reality 
pledged  to  some  bank  for  a  loan. 

If  sales  have  been  made  to  a  foreign  customer  on  open 
accoimt,  a  thorough  inquiry  should  be  made  to  make  certain 
that  such  foreign  customer  is  not  in  reality  an  agent.  If  an  agent, 
the  goods  may  have  been  shipped  for  joint  account  and  the 
exporter  may  eventually  be  charged  with  his  portion  of  the  loss 
in  disposing  of  the  goods  in  a  falling  market  and  in  addition 
suffer  a  loss  in  exchange  when  the  proceeds  of  the  joint  trans- 
action are  remitted  to  this  country.  The  reason  for  not  drawing 
drafts  against  such  shipments  may  be  to  avoid  taking  a  loss  in 
exchange  at  the  time  in  the  hope  that  the  exchange  rate  may 
improve  later. 

Generally,  all  open  balances  should  receive  close  scrutiny. 

Inventories 

In  the  valuation  of  inventories,  the  auditor  should  first 
ascertain  the  basis  of  the  company's  purchases.  In  some  in- 
stances exporters  purchase  goods  for  foreign  shipment  only  after 
receipt  of  an  order  from  a  foreign  customer.  Where  this  is  the 
practice,  inventories  of  such  goods  which  are  on  hand  awaiting 
shipment  may  always  properly  be  valued  at  cost,  whether  in  a 
rising  or  falling  market.    It  may  be  found,  however,  that  in 
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order  to  get  better  prices  the  exporter  has  purchased  in  large 
quantities  the  output  of  certain  factories,  depending  upon  foreign 
agents  to  dispose  of  the  goods  at  a  profit  after  the  contract  for 
the  goods  has  been  made.  The  agents  may  be  successful,  in 
which  event  the  goods  on  hand  awaiting  shipment  are  fully 
covered  by  sales  and  can  be  properly  valued  at  cost.  It  is 
possible,  however,  that  the  exporter  has  overestimated  the 
market  for  such  goods;  consequently  at  inventory  time  the 
exporter  is  left  with  a  large  stock  of  goods  which  is  not  covered 
by  sales  orders.  There  arises  the  question,  What  is  the  proper 
valuation  to  be  placed  upon  such  goods?  In  a  rising  market 
cost  should  be  the  basis,  provided,  however,  that  the  quality 
is  such  that  the  goods  can  be  disposed  of  either  abroad  or  in 
domestic  markets  without  sacrificing  them.  In  a  falling  market, 
market  or  replacement  values  should  govern,  marketability 
abroad  or  in  this  country  being  taken  into  consideration. 

An  inquiry  into  the  exporter's  purchasing  methods  may  also 
give  an  indication  of  the  status  of  the  foreign  agents'  accounts. 
If  the  exporter  has  been  caught  in  a  falling  market  with  a 
large  stock  of  goods  for  which  no  sales  orders  have  been  received, 
it  is  possible  that  large  shipments  of  these  goods  have  been  made 
to  agents  for  disposal  in  foreign  markets.  Such  shipments  may 
have  been  charged  to  the  agents  on  open  account,  in  which  case 
the  charges  will  appear  as  accoimts  receivable  in  the  ledger. 
There  have  been  instanges  where  exporters,  in  order  to  finance 
such  shipments,  have  drawn  60,  90  or  120  day  sight  drafts  on 
foreign  agents,  and  sold  the  drafts  to  banks  in  the  same  manner 
as  drafts  drawn  on  foreign  customers  for  shipments  against 
bona  fide  sales  orders.  The  exporters  have  hoped  that  the  goods 
would  be  disposed  of  by  the  agents  before  the  drafts  matured. 
If  the  accounts  are  closed  as  soon  as  the  drafts  are  sold  to  the 
bank  (as  is  the  case  with  many  exp>ort  houses),  these  shipments 
to  agents  appear  on  the  books  as  closed  transactions;  the  apparent 
sale  to  the  agent  being  charged  to  his  account  and  that  charge 
offset  immediately  by  cash  received  from  the  banks  for  the 
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drafts  drawn  and  sold  to  the  banks  with  the  documents  attached. 
In  reality  the  accounts  improperly  closed  represent  merchandise 
in  the  hands  of  agents  for  disposal  in  foreign  markets  and  a 
liability  for  the  cash  received  from  the  bank  for  the  drafts.  The 
question  of  valuation  of  such  merchandise  arises.  Can  the 
goods  be  disposed  of  without  loss?  Will  there  be  any  loss  in 
exchange  in  the  transaction?  What  proportion  of  the  loss  on 
the  merchandise  or  loss  in  exchange,  if  any,  will  be  chargeable 
to  the  agent?  Are  the  contingent  liabilities  to  the  banks  shown 
on  the  balance  sheet? 

Other  merchandise  in  hands  of  agents  ought  to  be  thoroughly 
investigated.  It  may  be  found  that  a  large  proportion  of  such 
merchandise  came  into  possession  of  the  agents  through  the 
refusal  of  customers  to  accept  goods  on  their  arrival  in  a  foreign 
port.  The  agents  may  have  attempted  to  persuade  the  custo- 
mers to  reconsider  their  action,  perhaps  have  offered  concessions 
authorized  by  the  exporters  rather  than  have  the  goods  refused 
and  held  in  a  foreign  port  for  subsequent  disposal.  The  question 
of  the  value  of  such  goods  is  a  difficult  but  important  one. 

Liabilities  to  Banks 

The  liability  to  banks  on  notes,  acceptances,  advances,  etc., 
should  be  confirmed  by  direct  correspondence  with  the  banks. 
At  the  same  time  confirmation  of  the  assets  held  as  collateral, 
if  any,  should  be  requested.  , 

Liability  to  Trade  Creditors,  etc. 

As  in  the  case  of  every  other  audit,  some  time  and  effort 
should  be  expended  by  the  auditor  in  proving  to  his  satisfaction 
that  all  liabilities  have  been  entered  on  the  books.  Creditors' 
statements,  if  available,  will  be  the  best  proof  of  such  liabili- 
ties. If  statements  are  not  available  these  methods  may  be 
adopted : 

I.  The  inventory  should  be  compared  with  the  accoimts 
payable  record  to  make  certain  that  the  liability  for  all  items 
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in  the  inventory  has  been  entered  in  accounts  payable  on  or 
before  the  date  of  the  inventory. 

2.  Accounts  payable  entries  subsequent  to  the  closing  date 
should  be  scrutinized  for  purchases  applicable  to  the  prior  period. 

3.  Purchase  invoices  entered  subsequent  to  the  closing  date 
and  the  inventory  should  be  compared  with  the  sales  records 
to  make  sure  that  sales  and  the  corresponding  cost  of  sales  are 
entered  in  the  same  period. 

Branches 

The  assets  and  liabilities  of  branches  should  be  subjected,  so 
far  as  possible,  to  the  same  scrutiny  as  those  of  the  main  office. 
The  auditor  should  ascertain  whether  or  not  the  accounts  be- 
tween the  main  office  and  the  branch  are  properly  reconciled. 
A  reconciliation  does  not  mean  simply  the  checking  of  a  state- 
ment received  from  a  branch  with  the  ledger  account  with  that 
branch  and  the  mere  listing  of  all  open  items,  but  the  thorough 
scrutiny  of  such  open  items  between  the  home  office  and  the 
branch,  to  ascertain  whether  the  branch  or  main  office  has  failed 
to  make  the  correct  entries. 

All  assets  of  foreign  branches,  except  plant  and  equipment 
items,  are  subject  to  reduction  to  the  current  rate  of  exchange. 
Likewise,  liabilities,  if  due  in  foreign  currency,  are  subject  to  a 
corresponding  reduction.  Care  should  be  taken  to  ascertain 
whether  the  liabilities  are  payable  in  foreign  currency  or  in  dollars 
before  making  any  reduction  to  the  current  rate  of  exchange. 
The  balance  sheets  of  branches  of  American  export  houses,  es- 
pecially those  in  South  America,  will  probably  be  stated  in  for- 
eign currency.  That  is  not  conclusive  evidence  that  the  assets 
and  liabilities  are  all  due  in  the  foreign  currency  shown.  Drafts 
drawn  against  shipments  from  this  country  are  payable  in  dol- 
lars and  the  liability  for  such  acceptance  may  have  been  entered 
in  foreign  currency  at  a  fixed  rate.  Correspondingly,  mer- 
chandise and  certain  accounts  receivable  will  be  entered  in  the 
accounts  of  the  branch  at  a  fixed  rate. 
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The  reduction  to  the  current  rate  of  exchange,  therefore, 
should  be  applied  only  to  such  assets  as  are  actually  in  foreign 
currency  and  only  to  such  liabilities  as  are  actually  payable  in 
foreign  currency.  The  amount  of  the  reserve  set  up  to  reduce 
foreign  assets  to  the  current  rate  of  exchange  can  be  deducted 
in  arriving  at  net  income  for  the  federal  income  and  profits 
tax  returns/ 

Contingent  Liability  on  Drafts  Sold 

When  drafts  against  foreign  shipments  are  sold  to  banks  at 
the  time  of  shipment  and  customers'  accounts  are  closed  by 
credits  for  cash  received  from  the  banks,  the  records  do  not 
disclose  one  important  fact  which  should  be  reflected  in  the 
balance  sheet,  namely,  the  amount  of  contingent  liability  on 
drafts  sold. 

The  terms  on  which  business  is  done  with  foreign  countries 
are  usually  long,  ranging  from  30  days'  sight  to  90  days'  sight 
and  1 20  days'  dating.  Therefore  a  large  portion  of  drafts  drawn 
against  foreign  shipments  and  sold  to  banks  in  the  last  four 
or  five  months  before  the  close  of  the  period  under  examination 
may  be  outstanding  at  the  date  of  the  balance  sheet. 

Between  the  date  of  the  balance  sheet  and  the  date  of  examin- 
ation a  large  amount  of  these  outstanding  drafts  may  be  paid 
by  the  drawees.  The  status  of  all  unsettled  drafts  should  be 
investigated  in  the  same  manner  as  previously  suggested  imder 
the  heading  of  "Collection  Drafts."  In  addition,  requests 
should  be  sent  to  the  banks  to  state  the  drafts  sold  to  them  prior 
to  the  date  of  the  balance  sheet  which  still  remain  unsettled. 

Replies  from  the  banks  regarding  such  drafts  are  not  always 
accurate,  but  taken  in  connection  with  other  available  informa- 
tion the  auditor  can  make  a  fairly  accurate  statement  as  to  the 
drafts  which  were  paid  at  the  date  of  the  examination.  The 
reason  these  replies  are  not  always  accurate  is  because  the  banks 


*  Montgomery,  Income  Tax  Procedure,  1922,  pages  392-393. 
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themselves  do  not  know  which  drafts  are  unsettled.  If  no  ad- 
vices have  been  received  from  their  correspondents  after  a 
sufficient  length  of  time  has  elapsed  for  the  payment  of  the  draft, 
the  banks  assume  that  they  have  been  paid  at  maturity.  The 
banks  believe  that  "no  news  is  good  news."  If  for  any  reason 
the  drafts  are  not  paid  at  maturity,  it  is  customary  for  the  cor- 
respondent banks  to  send  a  cable  advice  to  the  banks  in  this 
country,  but  these  advices  are  not  always  properly  recorded.  A 
notation  should  be  made  on  the  balance  sheet  for  the  amount 
of  the  drafts  sold  which  are  still  unsettled  at  the  date  of  the 
balance  sheet.  A  further  notation  may  be  made  of  the  amount 
of  such  drafts  collected  between  that  date  and  the  date  of  the 
completion  of  the  examination. 


CHAPTER  XII 

TRADING 

(Part  III) 

In  this  chapter  are  treated  the  salient  points  to  be  observed 
in  the  audit  of  chain  stores,  mail  order  houses,  automobile 
dealers,  real  estate  concerns  and  vendors  of  agricultural 
machinery. 

CHAIN  STORE  ACCOUNTS 

The  procedure  to  be  followed  in  the  audit  of  chain  store 
accounts  combines  many  of  the  features  of  examinations  of  the 
accounts  of  wholesale  houses,  retail  stores  and  branch  stores. 

There  are  noteworthy  differences  in  accounting  methods  and 
operating  conditions  in  the  various  chain  store  organizations. 
A  thorough  study  of  the  system  and  methods  in  use  should  be 
made,  especially  as  regards  the  adequacy  of  the  system  of  internal 
check.  Some  organizations  have  internal  audits  which  cover 
practically  all  the  details  including  in  some  cases  the  verification 
of  the  physical  inventories. 

The  larger  chain  store  companies  have  hundreds  of  retail 
stores  and  several  departments.  The  accounting  system  usually 
provides  for  the  segregation  of  the  sales,  costs,  gross  profit  and 
expenses  of  each  retail  store,  and  the  expenses  of  each  major 
division  of  the  business.  The  general  administrative  expenses 
may  be  prorated  to  departments,  but  there  is  no  advantage 
to  be  gained  in  distributing  the  general  overhead  expenses  to 
the  retail  stores. 

The  goods  delivered  to  retail  stores  are  charged,  at  uniform 
retail  selling  prices,  and  the  branch  store  managers  are  held 
strictly  accoimtable  for  the  cash  equivalent  thereof. 

258 
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The  average  gross  profit  ratio  is  the  key  factor  in  chain  store 
results.  Chain  stores  operate  at  a  small  margin  of  profit  per 
article.  The  average  profit  margin  on  the  turnover,  however, 
must  be  fixed  sufficiently  in  excess  of  the  store  and  general 
expenses,  which  remain  fairly  constant,  to  leave  a  satisfactory 
net  profit.  The  volume  of  sales  of  each  store  should  be  watched 
closely,  because  this  is  the  principal  criterion  of  whether  the 
stores  are  properly  located  and  managed. 

Cash 

Chain  stores  are  usually  operated  on  a  cash  basis.  It  is  the 
custom  to  deposit  all  receipts  daily  in  a  local  depository.  Some 
stores,  e.g.,  grocery  stores,  have  collectors  at  local  headquarters 
who  are  charged  with  the  collection  and  deposit  of  the  daily 
receipts  of  several  branches  in  a  given  territory.  When  verifying 
the  cash  on  hand  or  in  banks  at  the  main  office  the  auditor  should 
give  special  attention  to  cash  in  transit  from  branches. 

Usually  branches  are  given  small  imprest  funds  for  change 
purposes  or  for  minor  local  expenditures.  Where  it  is  im- 
practicable to  count  each  individual  fund,  a  certificate  should 
be  obtained  from  the  branch  managers  attesting  to  the  fact 
that  the  sum  as  charged  to  them  on  the  main  office  records  is 
intact.  It  would  also  be  advisable  to  have  the  certificates  sup- 
ported by  details  giving  the  composition  of  the  fund.  Where 
the  organization  is  audited  periodically  an  efifort  should  be 
made  to  verify  several  funds  by  physical  count  at  each  audit 
and  all  the  funds  in  a  certain  period. 

Inventories 

The  duties  of  the  outside  auditor  in  connection  with  the 
verification  of  inventories  to  some  extent  will  depend  upon  the 
system  of  internal  check.  Inventories  may  be  taken  monthly 
or  several  times  yearly,  especially  in  the  case  of  the  drug  and 
cigar  stores.  Store  inventories  are  generally  taken  at  retail 
prices,  being  reduced  to  cost  figures  at  the  main  office.     Certain 
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chain  store  organizations  employ  auditors  to  take  inventories 
of  the  branch  stores,  entirely  relieving  the  store  managers  of  this 
responsibility.  In  such  cases  the  outside  auditor  would  make 
only  a  superficial  test  of  the  store  inventory  but  would  examine 
closely  into  the  procedure  of  the  internal  auditors. 

Any  serious  discrepancy  disclosed  between  the  store  inven- 
tory and  the  balances  of  the  store  accounts  upon  the  general 
books  should  be  investigated  promptly. 

It  is  customary  for  the  main  office  to  apply  the  gross  profit 
method  as  a  test  on  inventories  at  branch  stores.  Where  there 
are  no  marked  fluctuations  in  the  percentage  of  gross  profit 
this  method  provides  a  fairly  good  check. 

Most  chain  store  organizations  have  large  central  ware- 
houses for  storing  goods  purchased  until  needed  by  the  indi- 
vidual stores.  Merchandise  in  transit  may  present  special 
problems  in  such  cases. 

The  auditor  should  ascertain  if  an  adequate  accounting 
control  has  been  provided  for  the  warehouse  stock.  He  should 
see  if  stock  records  are  maintained  and  if  both  the  receipt  and 
delivery  of  goods  are  satisfactorily  accounted  for.  The  turn- 
over of  the  various  lines  can  be  watched  in  no  better  way  than 
through  the  medium  of  proper  stock  records. 

The  verification  of  the  warehouse  inventory  presents  no 
unusual  problems,  except  perhaps  more  intensive  attention 
needs  to  be  given  to  ascertain  the  exact  current  market  values 
of  the  large  stocks  of  merchandise  on  hand  at  the  close  of  the 
year. 

Branch  Managers'  Contracts 

Branch  managers  usually  operate  under  contracts  providing 
for  the  payment  to  them  of  a  percentage  of  the  profits  of  the 
stores  in  their  charge.  In  computing  these  profits  consideration 
should  be  given  to  the  application  of  overhead  expenses  to  the 
stores  covered  by  the  contract.  Sometimes  contracts  are  made 
for  special  compensation  on  the  basis  of  the  maintenance  of  or  an 
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increase  in  the  amount  of  gross  profit,  or  in  the  reduction  of 
operating  expenses  of  the  branch  for  the  purpose  of  enlisting  the 
aid  of  managers  in  increasing  sales  and  gross  and  net  profits. 
The  computations  under  such  contracts  should  be  carefully 
investigated. 

Insurance 

The  auditor  should  inspect  the  insurance  policies  and  ascer- 
tain that  the  stock  at  the  branches  is  properly  covered,  either 
by  blanket  or  individual  policies,  or  that  the  company  has  set 
aside  sufficient  reserves  to  cover  any  loss  which  may  be  sustained. 

General 

As  branch  stores  are  usually  rented,  the  auditor  should  see 
that  the  management  is  furnished  with  a  detailed  schedule  of 
leases  showing  rents,  locations,  expiring  dates,  etc.  Attention 
should  be  drawn  to  leases  about  to  expire  so  that  proper  steps 
may  be  taken  by  the  management  for  renewal,  if  so  desired. 

Accounts  receivable  are  rarely  found  in  the  branch  stores  and 
in  a  few  cases  only  at  the  main  offices. 

Fixtures  purchased  for  branches  are  usually  recorded  on  the 
main  office  books  and  can  be  verified  in  the  usual  manner. 

MAIL  ORDER  HOUSES 
The  Cut-Off 

One  of  the  first  steps  in  the  audit  of  a  mail  order  business 
should  be  a  study  of  the  program  outlined  for  the  "cut-of!" 
made  at  the  end  of  the  accounting  period  to  be  reviewed.  This 
cut-off  establishes  the  date  and  hour  as  of  which  the  various 
inventories  are  to  be  taken;  it  marks  the  line  between  the 
transactions  of  one  period  and  those  of  the  next.  The  cut-off, 
to  be  effective,  must  be  based  up)on  a  clear  and  comprehensive 
program  formulated  by  the  management  for  the  instruction  and 
guidance  of  all  employees  affected. 
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This  program  should  include  detailed  instructions  relative 
to  the  handling  of  the  merchandise,  cash  and  the  sales  orders 
on  the  last  days  included  in  the  accounting  period.  The  follow- 
ing illustrate  some  of  the  points  covered  in  the  program: 

1.  A  definite  hour  must  be  set  as  the  last  moment  at  which 
shipments  are  considered  as  being  made  for  the  period  imder  re- 
view. Instructions  must  be  issued  so  that  the  shipments  made 
during  a  certain  number  of  days  prior  to  the  date  of  the  cut-off 
will  be  noted  on  the  orders  to  ensure  a  division  between  those 
orders  shipped  and  those  still  to  be  shipped. 

2.  Instructions  should  be  issued  relative  to  the  method  of 
handling  and  recording  the  cash  received  with  orders  for  mer- 
chandise immediately  preceding  the  close  of  the  period,  where  the 
merchandise  on  an  order  or  a  part  of  it  is  not  shipped  during  the 
period.  The  auditor  should  satisfy  himself  that  the  program 
is  complete  and  effective,  and  that  it  is  fully  and  properly 
carried  out.  Where  an  effective  cut-off  is  not  estabUshed, 
through  confusion  in  the  handling  of  the  cash,  the  accounts 
and  the  shipments  as  of  the  closing  date,  cash  received  on  certain 
orders  may  be  deposited  without  the  shipment  of  the  merchan- 
dise in  question  being  made  or  without  provision  being  made 
for  the  deduction  from  the  inventory  of  items  covering  such 
sales.  Confusion  may  also  arise  in  the  handling  of  the 
merchandise  returns. 

Verification  of  Inventories 

An  important  phase  of  the  mail  order  audit  is  the  verification 
of  the  merchandise  inventory.  In  many  respects  the  procedure 
for  taking  or  verifying  the  inventory  does  not  differ  materially 
from  that  followed  in  the  audits  of  other  retail  businesses; 
the  inventories,  however,  are  priced  at  cost.  Special  attention 
should  be  given  to  the  matter  of  old  and  slow-moving  merchan- 
dise. It  is  not  unusual  to  find  that  sales  of  many  lines  fall  far 
below  the  expectations,  and  the  disposition  of  such  merchandise 
is  a  problem  which  sometimes  is  at  least  partly  solved  by  sale 
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of  the  goods  through  the  medium  of  a  retail  outlet  store,  generally 
at  a  pronounced  discount  from  catalogue  prices.  The  auditor 
should  compare  the  volume  of  these  sales  with  the  regular  cata- 
logue sales,  and  should  carefully  scrutinize  the  inventory  to 
establish  the  amount  of  the  slow-moving  lines. 

Large  quantities  of  postage  stamps  are  required  for  mail 
order  shipments  and  the  inventory  of  stamps  is  in  many  cases 
a  considerable  item.  While  it  is  unnecessary  and  inadvisable 
to  attempt  a  complete  count  of  the  postage  stamps  on  hand, 
the  auditor  should  make  thorough  tests  and  he  should  further 
satisfy  himself  that  there  exists  a  proper  control  over  the  expendi- 
ture for  postage. 

Accounts  Receivable 

The  accounts  receivable  of  mail  order  establishments  are 
relatively  small  in  amount.  In  this  business  it  is  not  customary 
to  grant  credit  to  customers,  yet  accounts  receivable  do  arise. 
Customers  frequently  fail  to  make  full  remittance  with  orders, 
either  through  error  or  misimderstanding,  or  sometimes  inten- 
tionally. When  such  shortages  are  for  small  amounts,  rather 
than  delay  the  shipment  and  discourage  the  customer,  the  order 
is  forwarded  together  with  a  statement  of  the  balance  due. 
The  total  amount  of  such  balances  due  probably  will  not  be 
large  in  comparison  with  the  total  sales,  but  the  percentage  of 
loss  thereon  is  generally  heavy.  The  auditor  should  study  the 
methods  of  following  up  collection  of  these  items,  the  accounting 
for  the  collections  when  made,  and  should  see  that  adequate 
reserves  are  provided  to  cover  probable  losses. 

Claims 

Claims  against  transportation  agencies  for  loss  or  damage  of 
goods  shipped  form  an  important  item  in  the  mail  order  business. 
The  claims  should  be  examined  carefully.  Tests  will  reveal  the 
probable  p>ercentage  collectible  and  will  thus  afford  a  basis  for 
determining  the  reserves  to  be  provided. 
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Deferred  Charges 

Among  deferred  charges,  the  mail  order  house  may  properly 
include  catalogue  expenses  incurred  in  preparation  for  an  ad- 
vance season.  The  outlay  for  catalogues  usually  is  an  important 
item,  and  care  should  be  taken  to  insure  that  the  expenditures 
are  properly  allocated  to  the  various  seasons  for  which  catalogues 
are  issued.  It  is  not  good  accounting  practice  to  charge  into 
one  period  expenses  which  exclusively  benefit  a  succeeding  period 
or  periods.  When  there  is  a  well-founded  doubt  about  the  wis- 
dom of  expenditures  there  is  a  corresponding  lack  of  benefit 
accruing  to  the  succeeding  period;  but  there  can  be  no  well- 
founded  doubt  about  the  cost  of  the  preparation  of  the  catalogue 
for  a  new  season. 

Customers'  Credits 

Attention  should  be  given  to  the  matter  of  "customers' 
credits,"  which  often  are  large  in  amount.  Customers'  remit- 
tances are  sometimes  "short,"  as  has  been  noted;  they  likewise 
frequently  are  "over."  In  some  cases,  it  is  not  possible  to  ship 
all  the  articles  for  which  a  customer  has  remitted.  If  the 
amount  of  the  short  shipment  is  small,  a  credit  slip  is  usually 
sent  to  the  customer,  which  he  may  apply  in  making  payment 
on  a  succeeding  order.  Postcard  forms  or  printed  certificates 
may  be  used  for  this  purpose.  Very  often,  no  detailed  book 
record  of  the  credit  slips,  itemized  as  to  names  and  amounts,  is 
kept.  Sometimes  the  record  consists  of  a  daily  total  only. 
When  the  amount  to  be  refunded  exceeds  a  specified  sum,  in 
some  cases  special  ''refund"  cheques  are  used.  Effective  con- 
trol of  the  refund  cheques  is  necessary  and  the  amount  out- 
standing should  be  reconciled  periodically.  Separate  accounts 
should  be  kept  for  the  various  series  of  refunds,  which  should 
be  credited  with  the  amounts  issued  and  debited  with  the  re- 
demptions or  cheques  paid  by  the  banks.  New  series  of  credit 
slips  and  refund  cheques  should  be  issued  each  year  and  new 
accounts  opened. 
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Sales  Returns 

Sales  returns  are  another  item  requiring  sp)ecial  attention. 
The  amount  of  returns  in  transit  at  a  given  date  may  be  estimated 
with  reasonable  accuracy,  using  as  a  basis  the  average  returns 
for  a  day  or  other  period,  coupled  with  a  study  of  the  average 
"time  in  transit."  A  reserve  should  be  set  aside  which  will  be 
sufficient  to  cover  the  estimated  amount  of  profit  taken  on  the 
returns  applicable  to  the  sales  of  the  period.  The  auditor 
should  make  tests  to  see  that  returns  are  charged  back  at  cost. 

Unfilled  Orders 

At  the  end  of  the  accounting  period  there  will  be  a  certain 
quantity  of  unfilled  orders,  together  with  the  customers'  ad- 
vance remittances.  The  Uability  determined  as  representing 
the  unfilled  orders  will  depend  in  some  degree  upon  the  accuracy 
of  the  cut-off  at  the  end  of  the  period.  The  amount  of  detail 
involved  prevents  any  detailed  verification  or  check  of  the 
unfilled  orders,  but  an  effective  system  should  be  in  operation 
for  the  reporting  of  such  orders  and  the  recording  of  the  remit- 
tances therewith.  It  is  neither  usual  nor  conservative  to  antici- 
pate any  profit  on  imdeUvered  sales.  It  is  part  of  the  good-wiU 
of  every  successful  concern  to  have  in  hand  a  normal  aggregate 
of  forward  and  profitable  orders.  There  is,  however,  no  objec- 
tion to  mentioning  the  aggregate  on  the  balance  sheet. 

Purchase  Commitments 

Mail  order  houses  frequently  make  very  heavy  advance 
purchases  of  certain  lines  of  goods  in  order  to  secure  favorable 
prices.  Due  to  the  nature  of  the  business,  it  will  be  found  that 
usually  advance  purchases  are  more  prevalent  in  mail  order 
houses  than  in  the  average  retail  establishment.  Accordingly 
the  auditor  should  inquire  into  the  matter  of  purchase  commit- 
ments, with  the  thought  of  reporting  such  amounts  where  neces- 
sary. The  question  of  purchase  commitments  and  their  relation 
to  the  balance  sheet  is  treated  in  the  first  volume. 
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AUTOMOBILE  DEALERS 

A  recent  development,  but  now  one  of  the  outstanding 
features  of  the  automobile  business,  is  that  a  very  large  number 
of  cars  are  sold  on  an  instalment  basis,  notes  being  given  for 
the  unpaid  balance.  The  valuation  of  these  notes  receivable  is 
one  of  the  chief  problems  confronting  the  auditor.  The  valua- 
tion of  inventories  presents  some  special  problems  which  are 
dealt  with  below. 

Inventories  of  Cars 

Automobiles  on  hand  should  be  divided  into  the  following  four 
groups  or  classifications:  new  cars,  used  cars,  demonstrators 
and  service  cars. 

All  cars  should  be  personally  inspected  by  the  auditor  and 
listed  according  to  make,  type  and  factory  car  number.  Cars 
will  generally  be  found  scattered  in  a  number  of  locations,  in 
the  sales  storeroom,  at  warehouses,  at  freight  depots,  on  the 
sales  floor,  in  the  service  station,  in  outside  shops  or  in  transit. 
All  cars  not  personally  inspected  by  the  auditor  should  be 
confirmed  to  him  by  correspondence. 

To  take  advantage  of  low  prices  during  a  period  of  rapidly 
rising  prices,  dealers  sometimes  borrow  heavily  from  their  banks 
to  purchase  an  abnormal  quantity  of  cars,  which  are  pledged 
as  security  for  notes,  and  which  are  kept  in  warehouses  under 
the  bank's  control  until  the  notes  can  be  taken  up.  Under 
such  circumstances  the  auditor  should  secure  from  the  warehouse 
company  a  statement  certifying  to  the  numbers  appearing  on  the 
cars  in  its  possession,  if  it  is  not  possible  for  the  auditor  to  inspect 
the  cars  personally.  The  auditor  should  indicate  on  the  balance 
sheet  that  the  cars  in  question  have  been  pledged. 

Car  inventories  should  generally  be  priced  at  cost  or  market, 
whichever  is  lower.  Variations  from  the  original  cost  of  cars 
may  be  made  because  of  any  one  or  all  of  the  following  condi- 
tions: 
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1.  Factory  price  reductions  on  current  models. 

2.  Obsolescence,  the  carrying  over  of  one  season's  models 

to  the  following  year. 

3.  The  condition  of  cars,  i.e.,  the  amount  necessary  to  be 

expended  on  repairs  and  replacements  to  render  salable. 

New  cars  should  usually  be  priced  at  invoice  cost  unless  there 
have  been  factory  price  reductions  since  the  date  of  purchase  or 
announced  to  take  effect  at  an  early  date  in  the  future.  Used 
cars  should  never  be  valued  at  more  than  the  allowance  made 
therefor  when  traded  in  (usually  at  much  less).  They  are 
usually  appraised  at  the  estimated  net  amount  which  may  be 
realized  without  allowing  for  selling  or  administrative  expenses. 
The  cost  of  putting  into  salable  condition  should  be  liberally 
allowed  for,  since  most  advance  estimates  are  insufficient.  Cars 
which  have  been  used  for  demonstration  should  also  be  ap- 
praised and  given  a  value  well  under  the  market  price  for  such 
cars  when  new.  Cars  used  for  service  equipment  are  usually 
valued  at  original  cost  less  substantial  depreciation. 

Reductions  in  the  prices  of  new  cars  may,  under  the  terms  of 
the  contracts,  be  credited  to  the  agencies  from  the  date  of 
the  reductions  by  the  manufacturers.  The  auditor  should 
ascertain  that  proper  allowances  have  been  made. 

Among  automobile  distributors  it  is  the  custom  to  include 
in  the  inventory  the  freight  and  war  tax  paid  on  unsold  cars, 
but  these  items  should  be  shown  separately  on  the  balance  sheet. 

Inventories  of  Parts  and  Accessories 

A  distinction  is  usually  made  between  parts  and  accessories 
carried  in  the  dealer's  stock.  These  inventories  should  be  care- 
fully examined,  all  obsolete  parts  eliminated  and  allowance 
made  for  probable  loss  due  to  the  falling  off  in  the  demand  for 
parts  of  cars  other  than  recent  models.  In  some  cases,  manu- 
facturers agree  to  consign  a  certain  quantity  of  parts  to  their 
dealers.     The  value  of  such  consignments  should  not  be  included 
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in  the  inventory,  but  shown  as  merchandise  on  consignment. 
In  valuing  inventories,  attention  should  be  given  to  the 
inclusion  of  transportation  charges  and  war  taxes  in  cost  if  these 
items  have  been  charged  to  the  stock  accounts.  The  inventory 
values  of  the  factory  parts  should  be  compared  with  the  most 
recent  price  lists  issued  by  the  factory  for  the  purpose  of  verify- 
ing that  all  price  reductions  have  been  reflected  in  the  inventory. 

Notes  Receivable 

A  considerable  proportion  of  retail  automobile  sales  is 
financed  by  a  series  of  notes  extending  over  several  months. 
The  verification  of  a  large  number  of  such  notes  is  an  essential 
part  of  an  audit.  The  practice  of  different  dealers  varies,  but 
usually  customers'  notes  are  either  discounted  at  banks  or  are 
deposited  with  banks,  as  collateral  for  loans  to  the  dealer. 
The  handling  of  such  transactions  should  be  clearly  understood 
by  the  auditor  and  special  attention  paid  to  the  factor  of  interest 
and  losses  due  to  default. 

The  notes  may  be  ordinary  promissory  notes  or  lien  notes  or 
chattel  mortgages.  The  latter  may  or  may  not  be  placed  on  the 
public  records.  Many  customers  stipulate  that  the  mortgages 
shall  not  be  recorded.  The  value  of  the  notes  usually  depends 
on  the  number  of  instalments  which  have  been  met.  Obviously 
sufficient  allowance  must  be  made  for  possible  defaults  in  recent 
transactions. 

The  question  as  to  whether  instalment  balances  should  be 
considered  as  current  assets  has  been  the  cause  of  much  dis- 
cussion. The  author  holds  that  instalment  or  deferred  accounts 
and  notes  receivable,  even  though  maturing  more  than  one  year 
from  the  date  of  the  balance  sheet  should  be  considered  as  current 
assets,  provided  that  such  accounts  or  notes  were  accepted  in 
the  ordinary  course,  and  conform  to  the  terms  which  generally 
prevail  in  that  line  of  business.' 


^See  Volume  I,  page  loo. 
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Accounts  Receivable 

Accounts  receivable  on  the  balance  sheet  may  usually  be 
classified  as  follows: 

1.  Accounts  Receivable  from  Customers. — Customers' 
accounts  should  usually  be  separated  as  to  amounts  due  from 
retail  purchasers  and  balances  due  from  other  dealers.  Owing 
to  the  likelihood  of  disputed  bills,  it  is  generally  advisable  to 
verify  all  receivables  by  correspondence. 

In  computing  the  amounts  of  doubtful  accounts  due  from 
dealers  and  garages,  the  total  amount  of  deposits  should  not  be 
applied  against  the  total  balance  of  receivables,  but  the  applica- 
tion of  deposits  should  be  made  against  individual  receivable 
items.  The  allowance  made  for  probable  losses  of  any  old  or 
disputed  accounts  should  be  more  liberal  than  in  the  average 
business. 

2.  Amounts  Claimed  from  Manutacturers. — When  cer- 
tain parts  or  accessories  are  found  to  be  defective,  and  it  is 
deemed  advisable  to  replace  these  items  for  customers  free  of 
charge,  the  defective  parts  are  returned  to  the  manufacturers 
for  credit.  Waterproof  covers  placed  over  the  cars  by  manu- 
facturers before  shipment  to  dealers  are  frequently  charged  to 
the  dealers.  Such  items  are  returnable  to  the  manufacturers. 
All  such  items  on  hand  at  the  end  of  the  year  should  be  included 
in  the  inventories  as  a  special  item  and  should  be  priced  at  the 
net  value  at  which  the  manufacturer  bUls  them  to  the  dealer, 
which  amount  should  be  realized  through  being  charged  to  the 
manufacturers'  accounts  when  returned. 

Claims  on  manufacturers  for  unsatisfactory  or  defective 
parts,  etc.,  are  usually  carried  in  a  separate  ledger  account. 
As  some  claims  will  not  be  collected  they  should  not  be  merged 
with  other  accounts  of  a  different  nature.  Careful  note  should 
be  taken  as  to  whether  credits  are  granted  the  customer  in 
advance  of  acceptance  of  claims  by   the  manufacturer. 
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3.  Deposits  with  Manufacturers. — It  Is  important  that 
the  auditor  familiarize  himself  with  the  terms  of  the  dealer's 
contract  with  the  manufacturers  and  the  terms  under  which 
cars  are  purchased.  Manufacturers  may  require  from  dealers 
fixed  deposits  which  remain  unchanged  during  the  life  of  the 
contracts.  In  other  cases  deposits  are  required  with  each  order 
for  new  cars  or  the  amount  of  the  deposit  is  based  on  the  number 
of  cars  contracted  for  during  a  season  or  even  a  term  of  years. 
Such  deposits  are  not  true  accounts  receivable  and  should  not 
be  included  within  that  classification.  The  amounts  so  de- 
posited may  be  deducted  pro  rata  from  the  price  to  be  paid  for 
each  car  or  from  last  shipments.  The  unapplied  balance  of 
such  deposits  should  be  confirmed  by  correspondence  with  the 
manufacturers.  Interest  on  these  deposits  is  sometimes  paid 
by  the  manufacturers  and,  where  this  is  the  case,  its  collection 
should  be  verified.  If  the  dealer  defaults  in  his  purchases  the 
deposit  is  subject  to  forfeit;  but  manufacturers  rarely  exercise 
this  right. 

Accounts  Payable 

Accounts  payable  may  be  classified  as  follows: 

1.  Deposits  from  Subdealers. — Deposits  are  often  required 
by  automobile  distributors  from  smaller  dealers  and  garages  to 
protect  payment  of  bills.  The  amounts  of  such  deposits  at  the 
date  of  the  audit  should  be  confirmed  by  correspondence. 

2.  Accounts  Payable  to  Vendors. — Usually  the  number 
of  vendors  dealt  with  by  an  automobile  dealer  is  so  small  that  it 
is  quite  practicable  to  verify  outstanding  amounts  by  reference 
to  current  statements  or  by  corresp)ondence.  It  is  usually 
advisable  to  separate  the  liability  for  unpaid  invoices  from 
claims  against  vendors  for  goods  returned  as  unsatisfactory, 
since  such  claims  are  frequently  not  accepted  by  the  vendor. 
These  claims  should  be  valued  and  included  among  the  assets. 
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3.  Customers'  Credit  Balances. — Credit  balances  with 
retail  customers  are  usually  the  result  of  credit  given  on  a  used 
car  or  a  cash  deposit  made  by  the  customer  for  future  delivery 
of  a  new  model.  Such  balances  should  be  listed  separately 
from  other  payables  inasmuch  as  they  will  probably  be  absorbed 
through  future  sale  transactions.  These  balances  can  usually 
be  verified  from  the  dealer's  records  without  recourse  to 
confirmation  by  correspondence. 

Sales  of  Gasoline,  Scrap,  etc. 

Petty  cash  funds  are  usually  kept  in  the  service  station  and 
stockroom,  as  well  as  in  the  general  office  where  gasoline  and  oil 
records  are  kept.  The  petty  cash  examination  should  include 
an  examination  of  the  records  to  ascertain  whether  the  gasoline 
charge  and  cash  sales,  together  with  the  gasoline  used  for  service 
cars  and  demonstrators  plus  the  inventories,  aggregate  approxi- 
mately the  quantity  of  gasoline  purchased.  Such  an  examina- 
tion frequently  reveals  a  continuous  shortage.  Investigations 
have  disclosed  that  salesmen,  employees  and  even  ofiicers 
of  the  company  themselves  make  a  practice  of  having  their 
own  automobiles  filled  with  gasoline  and  oil  without  charges 
being  made  therefor.  In  the  event  that  certain  persons  are 
given  the  privilege,  all  such  gasoline  and  oil  provided  should  be 
charged  to  the  proper  expense  account,  and  records  of  the 
quantities  should  be  kept  in  order  to  account  for  all  gasoline 
and  oil  used.  In  most  instances  cash  sales  of  gasoline  and  oil 
are  made  by  more  than  one  employee,  and  in  the  absence  of 
complete  records  of  quantities  purchased  and  used,  the  proceeds 
from  such  cash  sales  can  very  easily  be  diverted  from  the  cash 
receipts.  In  examining  the  petty  cash  records,  care  should  also 
be  taken  to  ascertain  whether  regular  sales  of  used  tires  and  tubes, 
etc.,  are  made.  The  stockroom  employees  usually  weigh  and 
sell  the  used  tires  taken  from  second-hand  cars,  etc.,  for  cash, 
and  the  cash  receipts  book  should  show  occasional  entries 
therefor. 
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Used  Cars 

Used  cars  are  commonly  accepted  as  part  payment  for  new 
ones.  Usually  the  department  handling  the  used  cars  thus 
acquired  does  not  expect  to  operate  without  a  loss.  It  is  very 
desirable,  in  any  event,  that  the  operations  in  used  cars  be 
dealt  with  separately  from  those  in  new  cars.  Where  the  trans- 
actions in  used  cars  are  not  recorded  separately,  the  auditor  will 
find  it  worth  while  to  make  the  necessary  segregation,  and  in 
his  report  discuss  the  results  more  or  less  in  detail. 

The  results  of  this  department,  however,  should  be  studied 
thoroughly,  because  its  success  is  vital  to  the  distributor's  busi- 
ness. In  fact,  the  distributor's  entire  profits  are  often  involved 
in  the  handling  of  traded-in  cars.  Continuous  large  losses  in 
this  department  show  that  either  the  new  car  sales  have  been 
forced  by  unwarranted  allowances  on  used  cars  or  that  the  used 
car  department  is  incompetent. 

Insurance,  Bank  Loans,  etc. 

Care  should  be  taken  to  ascertain  the  method  of  insuring 
cars  held  and  of  computing  the  amount  of  premiums  prepaid  or 
accrued  thereon.  Many  concerns  use  a  blanket  form  of  poUcy, 
the  amount  being  based  upon  the  value  of  cars  on  hand  from  day 
to  day.  Tests  should  be  made  to  see  that  cars  are  Usted  immedi- 
ately after  delivery.  This  policy  is  very  similar  to  pay-roll 
policies,  and  it  is  likely  that  the  auditor  will  find  that  a  Uability 
exists  for  additional  premiums.  The  insurance  policies  cov- 
ering cars  delivered  on  chattel  mortgages  or  conditional  bills 
of  sale  should  be  examined. 

In  confirming  bank  or  other  loans  care  should  be  taken  to 
ascertain  the  value  of  automobiles,  at  cost,  pledged  as  collateral 
therefor. 

General 

The  correctness  of  the  cost  of  work  in  progress  in  the  dealer's 
repair  shop  should  be  tested  by  examination  of  the  shop  job 
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cards.  While  the  work  in  progress  is  usually  divided  between 
customers'  repair  jobs,  free  repairs  and  renewals  on  new  cars  and 
used  car  repairs,  the  only  item  of  this  nature  which  should  be 
carried  in  the  inventory  of  work  in  progress  is  that  representing 
customers'  repair  jobs.  The  repairs  on  used  cars,  for  instance, 
should  be  eliminated  from  work  in  progress  for  inventory  pur- 
poses and  considered  in  the  valuation  of  these  cars. 

As  automobile  parts  and  accessories  are  readily  convertible 
into  money,  the  system  of  stock-keeping  and  stock  issued  should 
be  tested  to  insure  that  no  loss  is  being  sustained  through  dis- 
honest employees  and  that  parts  and  supplies  are  paid  for  in 
cash,  charged  to  customers  or  to  repair  orders. 

The  time  reports  of  workmen  in  the  repair  shop  and  the 
preparation  of  pay-rolls  should  be  investigated  to  ascertain  that 
actual  work  only  is  paid  for  and  that  it  is  charged  to  the  proper 
repair  or  expense  orders.  Office,  demonstrating  and  general 
expenses  should  be  vouched  and  compared  with  prior  periods. 
Contracts  with  salesmen  should  be  examined  and  the  commission 
paid  to  them  verified. 

In  a  period  of  changing  prices,  the  auditor  should  inform  him- 
self as  to  the  existence  of  price  protection  agreements  between 
the  manufacturer  and  the  distributor,  extending  through  the 
distributors  to  the  subdealers.  The  effect  of  such  agreements 
upon  the  accounts  should  be  carefully  considered. 

Distributors  often  grant  graduated  rebates  to  such  of  their 
dealers  as  exceed  specified  sales  quotas.  The  auditor  should 
review  the  dealers'  contracts  and  verify  that  full  provision  has 
been  made  for  such  liabilities. 

Many  dealers  are  frequently  required  to  provide  special 
automobile  bodies  for  customers.  Where  such  is  the  case,  con- 
tracts with  body-builders  should  be  examined,  and  any  deposits 
made  by  the  dealers  with  the  body-builders  should  be  confirmed 
and  stated  separately  upon  the  balance  sheet. 

The  auditor  should  investigate  the  method  used  in  reporting 
the  income  from  cars  sold  on  the  instalment  basis  for  federal 
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tax  purposes.  If  the  sales  come  within  the  Treasury  Depart- 
ment's definition  of  instahnent  sales,  the  profit  to  be  reported 
may  be  spread  over  the  period  covered  by  the  notes.^ 

REAL  ESTATE 

In  auditing  the  accounts  of  a  client  engaged  in  buying, 
holding,  renting  and  selling  real  estate,  the  leases  should  be 
examined,  and,  in  the  case  of  office  or  loft  buildings,  should  be 
compared  witli  loft  plans,  and  all  the  rentals  accounted  for. 
Actual  inspection  should  be  made  of  properties,  or  rentable 
portions  thereof,  which  are  recorded  on  the  books  as  vacant 
at  the  time  the  audit  is  begun. 

Prepaid  rents,  or  security  deposited  by  tenants,  should  be 
clearly  shown,  and  changes  in  the  latter  during  the  audit  period 
carefully  investigated.  Balances  due  for  unpaid  rentals,  power, 
alterations,  etc.,  can  be  verified  by  correspondence. 

All  expenses  should  be  vouched  and  comparisons  of  the 
income  and  expenses  of  each  property  and  of  administration 
should  be  made  with  periods  prior  to  that  under  review.  Ex- 
traordinary expenditures  for  alterations  should  be  called  to  the 
attention  of  the  proprietors  to  ascertain  if  the  tenants  should 
perhaps  have  been  charged  therewith. 

If  properties  are  managed  by  the  client  as  agent  of  other 
owners,  the  contracts  with  the  latter  should  be  examined  and  the 
collection  of  the  commissions  verified.  Balances  due  to  or  by 
owners  may  be  verified  by  sending  statements  to  the  latter  and 
requesting  confirmation  thereof. 

Care  should  be  taken  to  ascertain  that  proper  allowance 
has  been  made  for  accrued  taxes,  interest  on  mortgages  and 
ground  rents.  The  mortgage  interest  paid  during  a  full  year 
is  a  good  check  on  the  principal  of  the  mortgages,  in  addition 
to  which  the  amount  of  the  latter,  as  well  as  the  payments  on 
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account  thereof  during  the  audit  period,  can  be  further  verified 
by  correspondence  with  the  mortgagees. 

Prepaid  insurance  premiums  should  be  verified  by  calcu- 
lation. The  charges  to  land,  buildings  and  equipment  accounts 
should  be  examined  to  ascertain  that  they  are  all  for  additional 
land  and  construction  work  or  improvements. 

Mortgages 

Mortgages  owned  should  be  examined  as  to  evidence  of  being 
recorded  and  as  to  signature  and  genuineness.  The  bond, 
title  insurance  policies  and  recent  data  as  to  the  value  of  the 
property  mortgaged  should  be  examined.  Fire  insurance 
policies,  containing  a  mortgagee  clause  and  sufficient  in  amount 
to  protect  the  mortgage,  should  be  on  hand,  for  property  other 
than  land,  and  should  be  examined.  Care  should  be  exercised 
to  see  that  the  policies  submitted  are  current.  Evidence  that 
taxes  have  been  regularly  paid  should  be  available. 

Although  all  docurnents  may  seem  to  be  in  order  an  audit 
is  not  complete  without  a  confirmation  by  the  mortgagor. 
Partial  collection  of  a  mortgage  may  have  been  made  and  no 
record  thereof  made  on  the  bond  or  in  the  cash  book.  A  verifi- 
cation of  the  income  received  would  not  necessarily  disclose  the 
omission. 

Assignments  of  mortgages  should  be  on  file  and  special  care 
should  be  taken  to  see  that  they  have  been  properly  recorded. 

When  examining  the  deeds  or  mortgages  held  by  a  real  estate 
company,  the  auditor  should  have  in  mind  that  the  p)ossession 
of  a  document  is  not  prima  facie  evidence  that  there  has  been  no 
subsequent  change  in  ownership  of  such  property  or  mortgage. 
It  is  not  unusual  for  the  owner  of  property  or  mortgage  to  retain 
the  documents  covering  this  property,  after  its  transfer  or  sale. 

Depreciation 

Depreciation  was  not  usually  considered  as  an  element  of 
operating  costs  prior  to  the  enactment  of  the  federal  tax  laws. 


276  AUDITING— SPECIAL  POINTS 

However,  provision  is  now  generally  made  for  depreciation. 
For  income  tax  purposes,  the  Treasury  Department  states: 

A  frame  building  may  remain  serviceable  for  a  period  of  twenty  to  thirty 
years,  while  a  building  of  steel,  concrete,  and  stone  construction  may  have 
a  life  of  fifty  to  one  hundred  years.     (Bulletin  "F,"  page  7.) 

The  depreciation  rates  appearing  in  the  Accountants^  Index 
published  by  the  American  Institute  of  Accountants  indicate 
that  the  rates  which  are  generally  recommended  are: 

Frame  buildings 2  to  5% 

Brick  or  stone  buildings i  to  2}4% 

Obsolescence  due  to  improved  facilities  or  change  of 
neighborhood  must  also  be  considered. 

Reserve  for  Shrinkage 

When  examining  the  accounts  of  a  realty  company  which 
builds  and  buys  and  sells  real  estate,  the  auditor  should  insist  on 
provision  being  made  for  material  shrinkages  in  values  if  a 
careful  investigation  indicates  that  such  a  reserve  is  needed. 
A  large  realty  company  had  at  one  time  a  reserve  for  shrinkage 
totaling  more  than  30  per  cent  of  the  book  value  of  the  property. 

Bonus,  Sales  of  Lots,  etc. 

Accounts  covering  bonuses  which  may  have  been  paid  for 
leases  purchased,  or  the  cost  of  improvements  on  leased  ground 
which  will  revert  to  the  owners  of  the  latter  at  the  expiration  of 
the  ground  rent  leases,  should  be  reduced  at  regular  intervals. 

Settlement  records  may  be  used  in  connection  with  the 
verification  of  sales  of  real  estate. 

In  the  case  of  undertakings  involving  the  development  of 
large  tracts  and  the  sale  of  lots  therefrom,  care  should  be  taken 
to  ascertain  (if  any  profits  are  calculated  prior  to  the  disp>osal 
of  the  entire  tract)  that  the  costs  of  the  lots  sold  have  been 
calculated  on  a  conservative  basis. 
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Fraud 

The  following  illustration  of  fraud  discovered  in  the  accounts 
of  a  real  estate  agency  will  be  of  interest:  Rent  collections  were 
entered  in  detail  in  a  cash  receipts  book,  footings  were  made 
each  day,  and  the  total  deposited  in  the  company's  bank  account. 
The  footings  were  verified  by  the  treasurer  and  agreed  with  the 
amounts  credited  in  the  pass-books  each  day.  After  this 
verification,  the  cashier  entered  additional  items  covering 
amounts  which  he  had  taken,  in  order  that  the  collector,  who 
checked  up  the  receipts,  would  see  that  all  items  had  been  col- 
lected. These  additional  items  were  not,  however,  included  in 
the  totals.  The  cashier  retained  currency  and  cheques  in  his 
drawer,  which  he  juggled  in  order  to  make  up  the  exact  amount 
of  the  items  he  was  supposed  to  be  depositing  in  the  company's 
bank  account. 

The  main  cash  book  or  cash  journal  (the  total  of  the  day's 
entries  being  journalized)  included  all  of  the  items  entered  in  the 
cash  receipts  book,  and  fraudulent  footings  were  made  to  agree 
with  the  bank  accounts. 

All  items  were  eventually  posted  in  the  ledger  to  the  credit 
of  the  various  owners,  and  the  footings  and  balances,  when 
inked  in,  were  as  they  should  have  been  had  there  been  no  defal- 
cation. The  postings  were  always  from  two  to  four  months  in 
arrears,  and,  in  order  to  prepare  a  trial  balance,  postings  and 
footings  were  falsified.  Some  months  later  these  errors  were 
corrected,  as  stated  above. 

The  deficiency  waLs  p»artly  concealed  by  dep>ositing  to  the 
company's  credit  cheques  drawn  to  the  order  of  clients  which 
had  been  properly  charged  to  their  accounts,  but  the  cheques 
were  never  sent  to  the  clients. 

The  above  described  fraud  was  practiced  for  about  seven 
years,  and  a  total  of  some  $26,000  was  obtained  before  the  omis- 
sion of  an  entry  for  one  item  of  receipt  was  questioned  by  the 
collector.    This  led  to  the  discovery  of  the  fraud. 
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Local  Assessments 

The  balance  sheet  may  or  may  not  be  affected  by  the  local 
assessments  for  taxation  purposes.  Usually  real  estate  is 
assessed  below  its  fair  sales  value.  When  assessments  are  sub- 
stantially below  the  book  values  the  auditor  is  on  notice  that  a 
permanent  decline  may  have  occurred. 

LAND  AND  DEVELOPMENT  COMPANIES 

The  operations  of  a  typical  land  development  company 
embrace  the  purchase  of  a  tract  of  land,  the  plotting  of  it  into 
streets  and  lots,  the  grading  and  paving  of  the  streets,  the  laying 
of  sewers  and  water  mains,  the  laying  of  sidewalks  and  curbs, 
the  placing  of  telephone  and  light  poles  and  the  selling  of  the 
improved  lots.  Oftentimes  there  are  other  features  of  the 
plan,  such  as  the  building  of  houses  for  purchasers  with  or 
without  building  loans,  the  extension  of  railway  or  other  trans- 
portation facilities  to  reach  the  property  and  possibly  the 
temporary  operation  of  one  or  more  industries  more  or  less 
closely  connected  with  the  development. 

Revenue  and  Capital 

There  are  many  fine  points  involved  in  the  proper  distinction 
between  expenses  and  additions  to  property.  Unlike  a  railroad, 
the  entire  cost  and  expenses  up  to  the  time  the  property  is  ready 
to  be  marketed  cannot  be  charged  against  the  property.  Only 
such  part  of  expenses  as  really  adds  to  the  value  of  the  property, 
such  as  the  grading  and  paving  of  streets,  the  cost  of  the  water 
and  sewer  installation,  etc.,  is  a  proper  addition  to  the  capital 
account.  Administrative  expenses  and  any  preliminary  selling 
expenses,  such  as  advance  advertising,  publicity  work,  printing 
and  the  preparation  of  maps,  must  be  segregated  and  shown  on 
the  balance  sheet  as  deferred  charges  to  future  operations  until 
such  time  as  revenue  begins  to  come  in. 
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Taxation 

The  auditor  should  also  consider  the  valuation  of  property 
for  local  taxation.  Occasions  have  arisen  where  municipalities 
have  assessed  buildings  at  values  greater  than  they  would  bring 
in  the  market.  Some  auditors  treat  taxes  and  interest  on  bor- 
rowed capital  as  additions  to  the  cost  of  property.  The  author 
prefers  to  consider  such  items  as  deferred  charges  rather  than 
additions  to  the  property  account. 

Books  Used 

The  books  peculiar  to  the  business  are  these: 

Real  estate  lot  ledger. 
Construction  ledger. 
Improved  real  estate  cost  ledger. 
Improved  real  estate  operating  ledger. 

In  the  lot  ledger  the  lots  are  carried  at  cost.  Unimproved 
tracts  should  be  represented  by  an  account  with  the  tract  until 
such  time  as  the  tract  is  divided  into  lots,  then  the  total  cost 
of  the  tract  and  improvements  is  spread  over  the  number  of 
lots,  the  tract  accoimt  is  credited  with  the  full  amount  and  an 
account  is  opened  with  each  lot.  The  basis  of  division  of  cost 
is  not  the  number  of  lots  in  the  tract,  but  the  relative  value  of 
each  to  the  whole,  depending  upon  location,  size,  etc. 

For  the  purpose  of  the  federal  income  tax,  when  land  is 
purchased  and  is  broken  up  to  be  sold  in  lots  or  small  plarcels, 
it  has  been  held^  that  the  cost  shall  be  equitably  apportioned 
to  the  several  lots  or  parcels  and  recorded  on  the  books.  This 
should  be  done  in  order  that  the  cost  of  each  parcel  may  be 
available  for  offset  against  the  amount  of  sales  made.  Each 
parcel  sold  must  be  treated  as  a  separate  transaction  to  deter- 
mine the  profit  or  loss  for  income  tax  purposes.  • 


*  MoQtgomery,  Income  Tax  Procedure,  1932,  page  503. 
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Points  to  be  Considered 

The  construction  ledger  contains  only  the  cost  of  buildings 
and  the  carrying  charges  thereon,  and  does  not  include  the  cost 
of  land.  Upon  the  completion  of  the  building,  its  cost  and 
the  cost  of  the  lot  are  transferred  from  their  respective  ledgers 
to  an  account  in  the  improved  real  estate  cost  ledger  representing 
the  building  and  lot  complete. 

The  details  of  the  operation  of  the  prop>erty  are  thereafter 
carried  in  the  improved  real  estate  operating  ledger,  from  which 
the  credit  or  debit  balance  is  carried  at  the  end  of  the  fiscal  period 
to  proper  profit  and  loss  accounts. 

Following  are  some  of  the  points  that  should  be  covered  in 
the  audit  of  a  going  concern  engaged  in  the  development  and 
sale  of  land: 

Analyze  the  property  account  from  the  beginning  of  the 
development,  noting  the  nature  of  the  charges  against  this 
account. 

Ascertain  if  there  is  any  record  of  the  prices  at  which  the 
lots  are  to  be  sold  and  compare  selling  prices  therewith.  If  no 
such  record  exists,  see  that  the  sales  contracts  are  approved 
by  one  of  the  principals  before  becoming  binding  upon  the  client. 

Sometimes  the  amount  received  on  the  sale  of  real  estate 
includes  reimbursements  for  taxes  and  such  items  as  insurance, 
currently  charged  to  expense  accounts.  Collections  should  be 
credited  direct  to  the  corresponding  expense  accounts. 

When  sales  are  made  on  an  instalment  plan  covering  a  period 
of  years,  the  question  of  the  amount  of  profit  earned  in  the 
first  or  succeeding  years  should  be  considered.  The  federal 
income  tax  regulations  provide  in  certain  cases  that  the  vendor 
may  report  as  his  income  from  such  transactions  in  any  year, 
that  proportion  of  each  payment  actually  received  in  that  year 
which  the  gross  profit  to  be  realized  when  the  property  is  paid 
for,  bears  to  the  gross  contract  price.*    It  would  seem,  however, 


♦  Montgomery,  Income  Tax  Procedure,  1922,  pages  487-504. 
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that  as  thef  purchaser  generally  acts  in  good  faith,  if  adequate 
provision  is  made  for  the  losses  which  may  be  incurred  in  the 
collection  of  subsequent  instalments,  the  profit  for  accounting 
purposes  should  be  taken  when  the  sales  are  made. 

Obtain  from  the  client  the  basis  for  the  distribution  of  ex- 
penses between  properties,  in  case  more  than  one  property  is 
being  handled.  Then  see  that  the  proper  distribution  is  made 
for  every  expense  incurred.  The  distribution  is  usually  made 
on  the  stub  of  the  cheque  or  directly  in  the  cash  book.  There 
is  no  reason  why  the  cheque  stub  cannot  be  dispensed  with, 
and  the  cheques  entered  and  distributed  directly  in  the  cash 
book. 

Compare  a  considerable  number  of  the  cashier's  contract 
cards  with  the  ledger,  testing  the  correctness  of  the  interest 
calculations. 

Compare  contracts  entered  into  during  the  period  under 
review  with  the  ledgers  as  to  terms,  name  and  address  of  pur- 
chaser, etc. 

Compare  the  payments  to  salesmen  for  commissions,  with 
the  card  record  of  contracts  and  with  the  ledgers,  noting  especially 
that  commissions  have  been  charged  back  on  canceled  contracts. 

Compare  the  sales  of  lots  with  map  (retained  by  the  auditor), 
noting  on  the  map  the  price  obtained  and  investigating  wide 
fluctuations. 

Compare  open  items  in  the  "lot  book"  with  the  lots  unsold 
at  the  end  of  the  period  as  shown  by  the  map. 

See  contract  terms  regarding  taxes,  interest,  etc. 

Send  out  verifications  of  accounts  to  all  customers,  with 
rubber  stamp  request  to  report  inaccuracies  to  the  auditor. 

Ascertain  if  any  contracts  have  been  entered  into  with 
engineers,  contractors,  etc.,  for  construction  or  development 
work  that  may  not  have  been  actually  commenced,  delays  often 
being  caused  by  non-receipt  of  material,  weather  conditions,  etc. 

Such  contracts  are  in  the  nature  of  contingent  liabilities  for 
which  a  notation  should  be  made  on  the  balance  sheet. 
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In  some  cases  land  development  companies  incorporate  in 
the  agreements  of  sale  to  purchasers  of  lots,  definite  agreements 
to  make  improvements,  such  as  street  paving,  curbing,  gutters 
and  sidewalks.  If  contracts  for  such  work  have  been  executed 
by  the  company,  the  amount  thereof  should  be  included  both 
as  an  asset  and  as  a  liability. 

If  such  improvements  have  not  been  contracted  for,  an 
amount  sufficient  to  cover  the  cost  of  these  improvements  should 
be  charged  to  the  cost  of  the  lots  and  credited  to  a  reserve 
account.  This  is  necessary  in  order  to  determine  the  profit 
earned  on  sales  of  this  kind. 

Care  should  be  taken  to  see  that  advances  for  taxes,  water 
charges,  etc.,  which  should  have  been  paid  by  purchasers  of  lots, 
are  transferred  to  the  proper  accounts. 

AGRICULTURAL  MACHINERY 

Few  industries  require  a  greater  amount  of  capital  or  incur 
larger  operating  costs  in  proportion  to  output  than  does  the 
agricultural  machinery  industry.  The  marketing  methods 
employed  in  the  industry  present  several  characteristic  features 
with  which  the  auditor  must  familiarize  himself. 

Farm  equipment  is  generally  marketed  from  the  factory 
to  the  branch  house,  from  there  to  the  retail  dealer  and  from  the 
retail  dealer  to  the  farmer.  If  the  sales  territory  is  so  large  that 
branch  houses  do  not  cover  all  of  it,  or  if  the  manufacturer  is 
too  small  to  profitably  maintain  branches,  sales  are  made  to 
jobbers  who  sell  to  retailers. 

There  is  also  the  mail  order  house,  which  either  makes 
implements  or  buys  from  the  manufacturers,  and  sells  direct  to 
the  farmer.  Manufacturers  who  make  only  one  line  usually 
sell  to  jobbers.  In  the  export  trade,  as  a  rule,  most  manufac- 
turers sell  through  jobbers,  but  a  number  of  the  large  companies 
maintain  branches  in  Canada  and  abroad. 
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Turnover 

Turnovers  are  slow  and  a  large  amount  of  capital  is  necessary. 
A  table  (page  119)  in  the  report  issued  May  4,  1920,  by  the 
Federal  Trade  Commission  on  the  causes  of  high  prices  of  farm 
implements  shows  the  period  required  for  one  turnover  of  the 
invested  capital  of  twenty-two  farm  implement  manufacturing 
companies  in  the  years  1913-1917  to  be  as  follows: 

Period  Required  for  One 
Year  Turnover  (Months) 

1913 20 

1914 24 

1915 26 

1916 , 23 

1917 17 

Contracts 

Before  auditing  cash,  accounts  receivable,  notes  receivable, 
etc.,  the  auditor  should  examine  carefully  the  contracts  between 
the  manufacturer  and  dealers,  which  usually  run  for  one  year. 
Among  other  things  such  contracts  stipulate  the  terms  of 
payment,  discounts,  point  from  which  the  dealer  is  to  pay  freight 
and  the  manufacturer's  warranty  of  the  articles  sold.  Under 
the  sale  contract  form  practically  in  general  use  throughout  the 
industry,  the  dealer  buys  the  goods  outright  and  assumes  re- 
sponsibility for  payment.  In  many  cases  the  manufacturer 
extends  credit  to  the  dealer,  and  the  latter  to  the  farmer. 

Accounts  and  Notes  Receivable 

There  are  some  features  in  the  handling  of  accounts  and 
notes  receivable  in  the  agricultural  machinery  industry  with 
which  the  auditor  should  be  familiar.  When  season  contracts 
for  implements,  power  and  planting  machinery  contain  a  definite 
due  date  of  settlement,  it  is  customary  to  dose  all  unsettled 
items  into  notes  which  mature  on  the  dates  specified  in  the 
contracts. 
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For  a  treatment  of  overdue  notes  in  the  agricultural  machi- 
nery business,  see  pages  108-109  of  Volume  I  of  this  work. 

Sales  of  harvesters  are  usually  billed  to  consignees  on  mani- 
fests which  show  the  description  and  quantities  of  the  equipment, 
but  not  prices.  The  details  of  accounts  kept  with  consignees  or 
agents  in  the  case  of  implement  sales,  however,  are  shown  on 
stock  records  containing  the  size,  description,  quantity  and  price 
of  equipment.  Invoicing  without  a  price  is  advantageous  be- 
cause the  type  of  the  equipment  may  be  changed  by  the  substitu- 
tion of  one  or  more  parts,  necessitating  a  change  in  the  stock 
records.  Great  care  should  be  taken,  however,  to  see  that  all 
items  invoiced  without  prices  are  subsequently  accounted  for. 

Notes  taken  as  a  result  of  sales  made  through  an  agency  are 
secured  by  either  a  chattel  mortgage,  lease  contract  or  vendor's 
lien.  The  auditor  should  examine  such  security  to  see  whether 
it  is  adequate. 

In  case  of  default  on  sales  contracts  and  the  return  of  second- 
hand machinery,  provision  should  be  made  for  the  uncollectible 
amount  represented  by  the  difference  between  the  value  of  the 
returned  machinery  and  the  balance  due. 

Failure  to  pay  maturing  notes  may  be  due  to  causes  other 
than  financial  inability  or  unwillingness  to  pay.  Overdue 
notes  are  not  in  themselves  dangerous  symptoms,  because  the 
unpaid  notes  may  be  well  secured.  But  the  auditor  is  on  notice 
that  failure  to  pay  may  arise  from  other  causes.  Proper  tests 
should  be  made  to  ascertain  that  as  to  all  overdue  notes  there 
are  willingness  and  intention  to  pay.  If  failure  to  pay  arises 
from  dissatisfaction,  the  only  value  in  the  notes  may  be  the 
problematical  value  of  second-hand  machinery  alleged  to  be 
defective.  If  there  are  many  such  instances  it  may  be  necessary 
to  set  up  a  large  reserve  against  the  receivables. 

The  auditor  should  inquire  into  the  specific  features  of  laws 
affecting  contracts  in  those  states  in  which  sales  are  made. 
For  instance,  in  one  state  a  lease  contract  is  used  instead  of  a 
chattel  mortgage.    If  this  contract  is  filed  it  amounts  to  a  fore- 
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closure.  Consequently,  it  is  customary  not  to  file  lease  contracts 
in  this  particular  state  until  it  is  necessary  to  repossess  the 
machinery. 

Consignments 

When  repair  parts  are  shipped  on  consignment,  they  are 
usually  invoiced  at  list  prices.  At  the  end  of  the  season  a  settle- 
ment is  made  upon  the  basis  of  the  list  price  less  trade  discount. 
The  auditor  should  check  settlements  of  this  character,  seeing 
that  proper  allowance  has  been  made  for  parts  returned  and  for 
the  trade  discounts  in  question. 

Inventories 

While  the  danger  of  inventory  padding  may  exist  in  any  line 
of  business,  this  is  particularly  true  in  the  agricultural  machinery 
industry.  Production  is  in  many  cases  unbalanced,  and,  further- 
more, worthless  and  unsalable  machinery  is  often  returned. 
The  auditor,  therefore,  must  determine  carefully  whether  the 
inventories  are  properly  valued  and  whether  or  not  sufficient 
allowance  has  been  made  for  obsolete  parts.  On  the  other 
hand  it  must  be  remembered  that  the  manufacturer  must  carry 
complete  sets  of  repair  parts  for  types  which  have  been  dis- 
continued even  for  a  few  years.  These  should  be  carried  at  a 
low  valuation,  dependent  on  the  sales  thereof.  The  auditor 
should  test  the  value  of  spare  parts  by  having  the  sales  of  several 
months  analyzed.  It  may  be  found  that  the  average  monthly 
sales  of  certain  parts  indicate  a  supply  good  for  one  hundred 
years ! 

The  auditor  should  ascertain  whether  second-hand  machinery 
is  proF>erly  valued.  It  should  be  carried  on  the  books  at  an 
appraised  value,  or  at  scrap  value  if  it  cannot  be  reconditioned. 
The  past  experience  of  reconditioning  costs  should  be  investi- 
gated. 

Any  intercompany  profits  in  the  inventories  should  be 
eliminated. 
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Sales 

Sales  and  other  accounts  should  be  kept  in  such  a  way  that 
profits  and  losses  can  be  determined  for  single  territories, 
branches,  customers,  types  and  sizes  of  equipment  or  manufac- 
turing units,  or  for  more  than  one  of  these. 

The  auditor  should  ascertain  that  machines  in  outstocks  are 
not  carried  as  sales  until  actually  sold.  Such  sales  should  be 
reported  promptly  by  the  retailer  or  transfer  agent.  Partial 
payments  on  such  sales  should  be  remitted  promptly.  The 
auditor  should  ascertain  whether  this  feature  of  the  bookkeeping 
is  handled  properly,  and  should  check  the  collections  carefully. 
Likewise  shipments  of  repair  parts  should  not  be  included  in 
sales  until  actually  made. 

Freight 

An  examination  or  a  careful  inquiry  should  be  made  into  the 
freight  collected  as  the  result  of  the  sale  of  heavy  machinery 
originally  consigned  as  samples.  On  such  sales  the  freight  is 
often  paid  by  the  manufacturer  until  the  machines  are  sold  or 
reshipped.  There  is,  in  many  cases,  laxity  in  billing  such 
freight  charges  after  sales  have  been  made. 

Experimental   Expense 

The  auditor  should  ascertain  that  the  proper  proportion 
of  the  salaries  of  those  who  are  not  engaged  exclusively  in 
setting  up  goods  and  educating  dealers,  but  who  are  also  study- 
ing and  remedying  troubles  in  the  field,  is  charged  to  "Experi- 
mental Work"  instead  of  to  salaries  of  the  sales  department. 

Deferred   Profits 

The  auditor  should  determine  carefully  whether  deferred 
profits  set  up  on  deferred  payments  for  heavy  machinery  are 
properly  stated.  A  sufiicient  reserve  should  be  established  out 
of  the  profits  each  year  to  allocate  the  profits  to  the  years  when 
they  are  realized.    Deferred  profits  often  dwindle  or  entirely 
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disappear  before  payments  fall  due.  In  such  cases  the  seller 
should  institute  a  legal  process  known  as  "repossessing"  the 
machinery.  Such  machinery  when  returned  becomes  second- 
hand and  should  be  valued  accordingly. 

Machines  carried  over  by  the  dealer  on  next  season's  terms 
represent,  to  the  manufacturer,  sales  on  which  profit  has  not  yet 
been  earned.  Consequently  a  sufficient  amount  of  the  apparent 
profits  should  be  reserved,  and  not  included  in  current  profits 
for  the  year,  since  some  of  the  machinery  sold  may  be  returned. 

Branches 

If  the  number  of  branches  of  the  manufacturer  is  not  too 
large,  the  accounts  of  each  branch  should  be  audited,  the  usual 
verification  of  cash,  accounts  receivable,  inventories,  fixtures, 
accounts  payable,  etc.,  being  made  in  addition  to  the  reconcilia- 
tion of  the  home  office  account.  Any  peculiar  practices  or 
methods  should  be  noted.  If  the  number  of  branches  is  large, 
several  branches  should  be  examined  each  year  with  the  thought 
that  in  a  period  of  years  practically  all  branches  will  be  examined. 

Cost  Records 

In  the  manufacture  of  agricultural  machinery  detailed  cost 
records  necessarily  are  required.  The  auditor  should  examine 
these  records  and  the  classification  of  cost  accounts  to  ascertain 
whether  the  system  is  appropriate  to  the  particular  business. 
In  some  cases  estimated  costs  are  used;  in  such  cases  the  auditor 
should  see  that  such  estimates  are  checked  with  the  actual  costs 
periodically,  as  the  ref>ort  of  the  Federal  Trade  Commission 
referred  to  on  page  283  states  that  no  efifort  is  made  by  agri- 
cultural implement  manufacturers,  with  one  exception,  to  adjust 
estimated  costs  to  actual  costs. 

The  auditor  should  exercise  great  care  to  ascertain  that 
material  costs  are  not  inflated.  In  this  connection  the  element 
of  waste  is  a  disturbing  factor,  allowances  for  which  range  from 
I  to  as  high  as  15  per  cent  of  the  material  cost  in  some  cases. 


CHAPTER  XIII 

PUBLIC  UTILITIES 

(Part  I) 

For  a  number  of  years  there  has  been  a  growing  tendency 
toward  strict  regulation  of  public  service  corporations.  Wis- 
consin, the  pioneer  state  in  this  movement,  has  for  many  years 
had  a  commission  which  has  done  very  effective  and  progressive 
work  in  this  respect,  and  New  York's  public  service  commissions 
which  were  created  in  1907,  have  also  performed  good  service. 
Many,  if  not  most,  other  states  have  since  created  similar  com- 
missions or  have  conferred  real  power  on  formerly  ineffective 
governmental  bodies  which  were  nominally  charged  with  the 
duty  of  regulation,  but  which  were  without  authority  in  law  to 
enforce  their  mandates.  During  192 1  the  two  New  York 
public  service  commissions  (one  for  the  counties  of  New  York, 
Queens  and  Richmond,  and  the  other  for  the  other  counties  in 
the  state)  were  superseded  by  one  state-wide  commission  having 
authority  "over  all  public  utility  operations  of  whatever  kind 
and  description,  wherever  functioning  in  the  state  of  New  York, 
except  in  so  far  as  the  Transit  Commission  has  been  organized 
to  administer  the  tremendous  problem  of  New  York  City's 
trafl&c  difficulties.  "1 

Powers  and  Duties  of  Commissions 

The  powers  of  the  various  commissions  vary.  In  some 
states  they  have  large  powers,  such  as  the  right  to  grant  or  deny 
franchises,  to  regulate  the  issue  of  stocks,  bonds  and  other 
evidences  of  corporate  indebtedness,  to  regulate  rates,  to  issue 
mandatory  orders  with  reference  to  operation,  etc. 


^Report  of  Public  Service  Commission  of  New  York,  192 1. 
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The  public  service  law  of  the  state  of  Pennsylvania  may  be 
taken  as  representative  of  those  laws  which  confer  large  powers 
on  the  commissions.  The  more  important  requirements  of  the 
Pennsylvania  Act  are  stated  below. 

The  duties  and  liabilities  of  the  corporation  are,  in  substance, 
that  they  shall  furnish  adequate  service  at  reasonable  rates,  and 
that  they  shall  render  reports  to  and  obey  the  orders  of  the 
commission.  Their  rights  are  that  they  may  demand  and  receive 
reasonable  compensation  for  their  service. 

In  its  determination  of  rates  the  commission  gives  considera- 
tion, first,  to  cost  of  adequate  service,  and  then  to  the  return  upon 
the  "fair  value."  From  a  study  of  rate  decisions  it  is  evident 
that  the  fair  value  aimed  at  is  investment,  but  it  is  not  in  the 
interest  of  the  public  to  harass  the  corporations,  and  a  return 
on  the  true  investment  may  often  work  a  serious  hardship  upon 
the  corporation.  Thus,  in  fixing  a  value  the  commission  is 
required  to  give  consideration  to  the  following: 

The  original  cost  of  construction  of  the  existing  property. 

The  market  value  of  the  stocks  and  bonds. 

The  probable  earning  capacity  of  the  property  under  rates 

prescribed  by  statute,  ordinance  or  municipal  contract, 

or  fixed  or  proposed  by  the  commission. 
The  expenditures  for  obsolete  equipment  and  construction 

in  so  far  as  the  historical  development  of  the  company 

may  warrant  it. 
The  reproductive  value  of  the  property. 
The  development  and  "going-concern"  value  of  the  company. 

The  most  interesting  exercise  of  the  powers  of  the  commis- 
sions is  in  permitting  a  corp>oration  to  charge  rates  in  excess  of 
prices  fixed  by  contract  with  consumers.  Even  where  franchises 
have  been  granted  by  a  municipality  with  the  limitation  of  the 
maximum  fare,  the  commissions  have  entirely  set  aside  such 
contracts  and  the  contracts  were  not  otherwise  invalidated 
thereby.    Where  a  franchise  expires,  it  is  probable  that  even 
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without  the  consent  of  the  municipality  the  commission  would 
compel  its  renewal  were  this  in  the  interest  of  public  convenience. 
It  certainly  appears  that  in  most  cases  the  commission  would  not 
permit  the  removal  of  the  structures  and  equipment  by  the 
corporation  because  the  franchise  had  expired,  nor  would  it 
sanction  the  seizure  of  the  property  by  the  municipality  without 
payment  therefor. 

Many  rates  which  have  been  allowed  to  public  service 
corporations  would  have  been  manifestly  unfair  had  the  existing 
operators  laid  out  no  more  than  was  expended  upon  the  con- 
struction of  the  properties.  But  in  many  cases  the  present 
interests  have  purchased  the  properties  at  prices  greatly  in 
excess  of  their  original  cost  because  of  the  prospect  of  good 
earnings.  The  present  owners  should  not  be  penalized,  but  the 
powers  of  the  commissions  enable  them  to  prevent  such  situations 
occurring  in  the  future. 

Under  the  Pennsylvania  Act,  the  consent  of  the  conmiission 
is  required  before  a  new  public  service  corporation  may  be 
formed;  or  before  such  a  company  can  exercise  any  right  or 
franchise  under  any  ordinance  or  contract;  for  the  renewal  of  a 
charter;  for  the  obtaining  of  additional  franchises;  and  particu- 
larly for  the  company  to  sell,  lease  or  merge  its  property  or 
franchises.  In  these  cases  the  commission,  before  granting  its 
approval  to  an  application  therefor,  must  determine  that  it  is 
necessary  or  proper  for  the  service,  accommodation,  safety  or 
convenience  of  the  public. 

The  commissions  usually  permit  no  harmful  and  expensive 
competition,  even  on  the  part  of  a  municipality. 

Companies  are  required  in  Pennsylvania  to  report  to  the 
commission  upon  the  issuance  of  stocks  and  bonds;  and  these 
are  to  be  issued  only  for  money,  labor  or  property  actually 
received.  A  corporation  may  not  capitalize  its  franchises  re- 
ceived from  municipalities  in  excess  of  the  amounts  paid  to  the 
municipalities  or  states  therefor,  nor  may  leases  and  contracts 
of  sale  be  capitalized.     In  the  case  of  reorganized  companies, 
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the  issuance  of  securities  in  excess  of  the  value  of  the  property 
is  forbidden,  and  a  public  utility  cannot  acquire  a  controlling 
interest  in  any  other  public  utility  without  the  approval  of  the 
commission. 

In  some  states  the  commissions  are  more  active  than  in 
others,  having  an  organization  large  enough  to  investigate  prop- 
erly all  transactions  where  the  capitalization  of  the  utilities  will 
be  affected. 

If  the  commissions  are  granted  the  facilities  for  proper  inves- 
tigation and  will  carry  out  the  intention  of  the  acts — that  no 
sales,  purchases,  leases  and  contracts  may  be  entered  into  which 
will  yield  to  any  interested  party  more  than  a  fair  return  on  the 
investment  in  physical  property  and  a  reasonable  development 
cost — book  values  of  plants  should  in  the  course  of  time  repre- 
sent the  investment  and  a  real  "fair  value." 

Uniform  Accoimting  Systems 

One  of  the  powers  with  which  practically  all  the  commissions 
are  now  vested  is  that  of  prescribing  uniform  systems  of  accounts 
for  the  various  classes  of  public  service  corporations  coming 
under  their  jurisdiction.  This  is  rightly  regarded  as  an  impor- 
tant element  in  the  proper  regulation  of  the  conduct  of  pubUc 
utilities.  Classifications  of  accounts  have  been  promulgated  by 
the  commissions  of  a  number  of  states  for  electric  railways,  gas 
companies,  electric  light,  heat  and  power  companies;  more 
recently  also  for  water  companies.  These  classifications  have 
frequently  been  prepared  after  consultation  with  representatives 
of  such  bodies  as  the  American  Street  and  Interurban  Railway 
Accountants  Association  (now  the  American  Railway  Ac- 
countants Association,  a  subsidiary  of  the  American  Electric 
Railway  Association)  and  with  prominent  public  accountants 
and  conferences  between  the  commissioners  of  various  states,  so 
that  the  variations  between  the  classifications  prescribed  by 
different  states  and  by  the  Interstate  Commerce  Commission 
(which  exercises  jurisdiction  not  only  over  steam  railroads  but 
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also  over  certain  other  classes  of  public  service  corporations) 
are  not  material.  To  relieve  small  companies  of  the  burden 
which  would  be  imposed  by  requiring  them  to  use  in  complete 
detail  the  prescribed  classifications,  the  classifications  have  been 
condensed  somewhat  for  moderate-sized  companies,  only  the 
very  large  companies  being  required  to  use  the  classifications  in 
their  entirety.  The  distinction  is  drawn  by  making  each  grade 
of  classification  obligatory  on  companies  having  gross  annual 
revenues  within  certain  limits. 

Interstate  Commerce  Commission 

The  earliest,  and  still  most  important,  instance  of  govern- 
mental regulation  of  pubhc  utilities  was  the  creation  of  the 
Interstate  Commerce  Commission  in  1887  to  supervise  steam 
railroads  transacting  an  interstate  business.  The  Commission 
early  in  its  existence  began  to  require  the  submission  by  the 
railroads  of  annual  reports  prepared  on  uniform  lines.  In  1906, 
a  number  of  very  important  amendments  were  made  to  the 
Interstate  Commerce  Act.  The  jurisdiction  and  powers  of  the 
Commission  were  greatly  extended.  In  addition  to  steam  rail- 
roads, all  electric  railways,  express  companies,  sleeping-car 
companies,  carriers  by  water  (as  described  in  the  act),  pipe  hues 
(excepting  water  and  gas)  and  telephone  companies  whose 
business  activities  are  not  confined  within  the  limits  of  one  state, 
are  subject  to  the  Commission's  authority.  The  Commission 
now  has  the  power  to  fix  maximum  rates — a  power  most  far- 
reaching  in  its  effects — not  only  on  the  corporations  subject  to 
its  authority,  but  also  on  the  communities  whose  ability  to 
maintain  their  commercial  supremacy  or  equality  of  advantage 
is  dependent  on  the  fixing  of  fair  rates  as  compared  with  those 
enjoyed  by  competitive  points.  Another  notable  broadening  of 
its  powers  was  the  conferring  of  the  right  to  prescribe  a  uniform 
system  of  accounts  for  each  class  of  corporations  subject  to  its 
authority,  and  the  enforcement  thereof  by  making  deviation 
therefrom  a  penal  offense.     This  was  an  important  development 
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of  the  limited  power  formerly  enjoyed  of  calling  for  uniform 
reports. 

Depreciation 

A  most  important  feature  of  the  new  classification  of  accounts 
for  steam  railroads  promulgated  after  the  enactment  of  the 
amendments  of  1906,  is  the  requirement  that,  periodically,  entries 
be  made  for  depreciation  of  equipment.  It  may  well  be  expected 
that  in  time  depreciation  charges  will  also  be  required  to  be 
made  for  all  other  parts  of  the  physical  property  which  are 
subject  to  depreciation  or  gradual  exhaustion.  This  recognition 
by  a  governmental  body  of  a  fundamental  accounting  principle 
is  gratifying  to  accountants,  who  stood  for  years  practically 
alone  in  their  advocacy  of  the  need  for  depreciation  charges  in 
the  accounts  of  railroads  and  all  other  public  utilities. 

State  legislatures  can  enact,  and  in  many  cases  have  enacted, 
laws  delegating  to  commissions  or  municipaUties  power  to  fix  the 
rates  to  be  charged  by  public  service  corporations  operating 
within  the  state.  Under  these  circumstances,  the  auditor  has 
responsibilities  additional  to  those  which  simply  consider  the 
stockholders.  In  a  sense,  he  stands  between  the  company  and 
the  public.  Should  depreciation  allowances  and  other  necessary 
reserves  be  omitted  from  the  accounts,  the  apparent  profits 
shown  are  larger  than  is  actually  the  case  and  may  result  in  an 
agitation  for  a  reduction  in  rates  charged  to  consumers  which 
the  real  facts  in  the  case  do  not  justify.  In  the  ensuing  htiga- 
tion  it  will  probably  be  very  diflScult  to  convince  either  judge  or 
jury  that  depreciation  charges,  etc.,  which  were  not  made  at 
the  proper  time  should  now  be  allowed  as  an  element  in  the 
cost  of  op)eration.  On  the  other  hand,  if  the  reserves  for  depre- 
ciation and  the  like  are  excessive,  the  profits  will  be  shown  at 
less  than  their  real  figures  and  the  public  will  be  deceived. 

The  importance  of  this  subject  was  recognized  at  a  national 
gathering  of  public  accountants  as  long  ago  as  1904,  when  a 
paper  on  the  subject  was  read  and  a  si>ecial  committee  was 
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appointed  to  consider  the  matter.    This  committee  later  reported 
as  follows: 

The  committee  appointed  at  the  Congress  of  Accountants,  held  at 
St.  Louis,  U.  S.  A.,  in  September,  1904,  to  review  the  paper  by  Robert 
H.  Montgomery,  C.P.A.,  upon  "The  Importance  of  Uniform  Practice 
in  Determining  the  Profits  of  Public  Service  Corporations  Where  Munici- 
palities Have  the  Power  to  Regulate  Rates,"  having  taken  the  paper  into 
consideration,  have  come  to  the  following  conclusions,  and  now  beg  to 
state  the  same  as  their  opinion  upon  the  questions  raised: 

I.  A  distinction  must  be  made  between  the  profits  of  an  undertaking 
from  the  point  of  view  of  the  general  community  and  the  profits  available 
for  dividends  from  the  point  of  view  of  a  corporation  owning  such  under- 
taking. The  former  would  be  the  net  earnings  from  the  operation  of  the 
■undertaking,  after  providing  for  all  waste  or  depreciation  of  capital  assets 
arising  directly  out  of  such  operation;  while  the  latter  would  be  arrived  at 
only  after  providing  also  for  any  possible  loss  on  capital  assets  arising  from 
causes  not  directly  incident  to  such  operation  and  for  interest  on  borrowed 
money. 

II.  The  net  earnings  of  a  public  utility  with  which  the  general  com- 
munity is  concerned  are  determined  by  the  excess  of  gross  earnings  over  the 
expenses,  defining  the  latter  terms  as  follows:  Gross  earnings  consist  of 
the  charges  for  all  services  rendered  during  the  period  as  distinguished 
from  mere  receipts,  but  would  exclude  incidental  earnings  not  arising  out 
of  the  operation  of  the  utility,  such  as  interest  on  investments. 

Expenses  consist  of:  (i)  The  direct  cost  of  operation  and  of  mainte- 
nance (ordinary  repairs),  expenses  of  management,  and  provisions  for 
bad  debts,  damage  claims,  and  rebates,  as  well  as  extraordinary  expenses 
incurred  during  the  period,  such  as  legal  charges,  etc.,  but  they  should  not 
include  interest  on  borrowed  money,  discounts  on  bonds  issued,  or  other 
charges  in  connection  with  the  promotion  or  financing  of  the  undertaking. 
(2)  Depreciation:  (a)  On  plant — physical — covering  wear  and  tear,  in- 
cluding direct  requirements  for  renewals,  etc.,  arising  both  from  known 
and  probable  causes,  such  as  electrolysis,  etc.  (b)  On  plant — indirect — 
due  to  obsolescence  and  the  like,  but  not  that  due  to  a  fall  in  value  from 
general  causes,  (c)  On  other  capital  assets  which  are  diminishing  in  value 
as  a  direct  result  of  the  operation  of  the  property,  such  as  moneys  properly 
expended  in  acquiring  from  the  local  authorities  the  franchise  under  which 
the  utility  is  operated  where  such  franchise  is,  as  is  usually  the  case,  termin- 
able after  a  certain  number  of  years;  or  cost  of  mines,  quarries,  or  other 
similar  properties  which  are  being  used  up  continuously  for  the  purpose  of 
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operating  the  utility.  But  there  should  not  be  included  any  provision 
for  recCuping  promoters'  profit  or  other  watered  capital,  or  for  possible 
loss  by  reason  of  a  general  fall  in  values,  etc.,  on  the  purchase  at  the  end 
of  the  franchise  of  the  whole  undertaking  by  the  public  authorities,  i.e., 
the  state  or  municipality. 

III.  In  dealing  with  the  private  accounts  of  a  corporation  operating 
the  utility,  earnings  will  also  embrace  miscellaneous  receipts,  if  any,  not 
connected  with  the  actual  operations  of  the  undertaking,  and  the  following 
additional  expenses  should  be  allowed  for  before  arriving  at  a  balance 
available  for  distribution: 

(i)  Depreciation:  An  additional  amount  to  cover  any  excess  of  the 
book  value  of  good- will,  franchise,  and  plant  over  that  provided  for  under 
section  2,  subsection  (c)  above,  or  over  the  svun  it  may  be  expected  to 
realize  on  the  expiry  of  the  franchise. 

(2)  Interest:  On  bonds  or  other  funded  or  floating  debt. 

IV.  In  determining  the  rates  which  should  be  charged  to  the  public, 
regard  must  be  had  (a)  to  the  profit  ascertainable  under  section  II,  and  (b) 
to  further  charges  specified  under  section  III,  which  would  have  to  be  borne 
by  the  corporation  out  of  such  profits.  For  instance,  if  8  per  cent  per 
annum  on  the  capital  invested  is  considered  a  reasonable  rate  for  a  corpora- 
tion to  earn,  taking  into  consideration  the  risks  in  section  III,  then  the 
rates  should  be  fixed  so  as  to  allow  of  a  profit  of  8  per  cent  calculated  as 
laid  down  in  section  II,  and  out  of  this  profit  the  corporation  would  have 
to  provide  for  the  risks  and«expenses  stated  in  section  III. 

A.  Lowes  Dickinson  Ernest  Reckitt 

Elijah  W.  Sells  John  B.  Niven 

Harvey  S.  Chase  Robert  H.  Montgomery,  Chairman 

In  considering  the  question  of  a  proper  charge  for  deprecia- 
tion of  plant,  which  is  an  element  in  the  cost  of  service  rendered, 
it  would  seem  that  it  should  be  based  on  the  cost  of  the  plant  in 
operation.  This  would  necessarily  include  the  last  cost  of  any 
parts  of  the  plant  which  might  have  been  reconstructed  or 
replaced  since  its  original  construction. 

The  Supreme  Court  of  Idaho  gave  a  legal  definition  of  depre- 
ciation in  a  decision  handed  down  in  the  case  of  Murray  v. 
The  Public  Utilities  Commission  of  the  Stale  of  Idaho:^ 


*2%  Idaho  603,  150  Pac.  47. 
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So  far  as  the  question  of  depreciation  is  concerned,  we  think  deduction 
should  be  made  only  for  actual  tangible  depreciation  and  not  for  theoretical 
depreciation,  sometimes  called  "accrued  depreciation."  In  other  words, 
if  it  be  demonstrated  that  the  plant  is  in  good  operating  condition  and 
giving  as  good  service  as  a  new  plant,  then  the  Question  of  depreciation  may 
be  entirely  disregarded. 

This  decision  was  rendered  in  a  case  in  which  an  endeavor 
was  made  to  show  that  accrued  depreciation  should  be  deducted 
from  original  cost  before  arriving  at  the  value  of  the  plant  for 
the  purpose  of  fixing  rates. 

In  a  decision,  the  Public  Service  Commission  for  the  First 
District  of  New  York  said: 

The  cost  of  moving  a  track  from  one  location  to  another,  and  installing 
new  ties,  rails,  etc.,  is  necessarily  an  element  of  operating  expense,  whether 
incurred  in  consequence  of  wear  and  tear,  or  of  obsolescence  and  inade- 
quacy. It  is  so  treated  in  the  accounting  systems  of  this  Commission  and 
the  Interstate  Commerce  Commission.  Every  well-managed  corporation, 
before  ascertaining  profits  and  declaring  dividends,  sets  aside  seme  portion 
of  its  revenue  to  provide  for  extraordinary  replacements  that  are  not 
properly  charged  to  the  operating  expenses  of  a  single  year. 

The  United  States  Supreme  Court  rendered  a  imanimous 
judgment  in  a  case^  before  it  in  which  it  held  (thereby  affirming 
the  Commerce  Court)  that  the  Interstate  Commerce  Commission 
has  authority  to  require  interstate  railways  to  charge  to  operating 
expenses  portions  of  the  cost  of  providing  enlarged  facilities 
necessary  to  meet  the  requirements  of  increased  traffic.  The 
occasion  for  this  decision  was  a  suit  by  the  Kansas  City  Southern 
Railway  to  obtain  reUef  from  an  interpretation  of  one  of  the 
general  accounting  orders  of  the  Commission,  the  substantial 
requirements  of  which  were  as  follows: 

I.  When  property  is  abandoned  and  not  replaced  in  kind, 
the  estimated  cost  of  replacing  it  must  be  deducted  from  the  cost 


'^Kansas  City  Southern  Railway  Co.  v.  U.  S.,  231  U.  S.  423,  58  L.  Ed.  296. 
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of  property  carried  in  the  balance  sheet  and  charged  to  income. 

2.  When  property  is  abandoned  incidental  to  improvements 
and  is  replaced  by  more  eflScient  property  of  like  kind,  only  so 
much  of  the  cost  of  providing  the  improvements  can  be  added 
to  the  item  in  the  balance  sheet  which  represents  cost  of  property, 
as  may  remain  after  deducting  from  the  actual  cost  the  estimated 
replacement  cost  of  the  property  abandoned,  and  the  latter 
must  be  charged  to  cost  of  operation. 

A  leading  financial  writer  commented  thereon  in  the  follow- 
ing words: 

If  a  six-story  building  is  torn  down  to  be  replaced  by  a  twenty-story 
building,  the  cost  of  the  new  property  includes  the  cost  of  the  old  building 
as  well  as  that  of  the  land  on  which  it  stands,  and  if  the  twenty-story  build- 
ing is  in  turn  replaced  by  one  of  fifty  stories,  both  its  predecessors  are 
represented  in  the  cost  of  the  last. 

Without  such  replacements  there  could  be  no  progress;  their  cost  is 
the  cost  of  progress.  This  being  the  economic  fact,  it  is  plain  that  any  regu- 
lations of  the  Interstate  Commerce  Commission  that  are  in  conflict 
therewith  must  have  one  of  two  consequences:  they  must  either  (first) 
prevent  the  progress  that  ought  to  take  place,  or  (second)  they  must 
become  dead-letters.  Neither  result  is  desired  nor  desirable.  The  plain 
necessity  of  the  situation  resulting  from  Monday's  decision  is  that  the 
Interstate  Conunerce  Commission  should  reconsider  its  accounting  rules 
and  substitute  a  more  liberal  and  constructive  regulation  for  that  in  ques- 
tion. 

Construction  and  Maintenance 

One  of  the  most  vital  questions  confronting  the  auditor  of 
public  utiUty  accounts  is  the  separation  of  all  expenditures  into 
the  two  classes  of  capital  and  revenue,  or — as  they  are  more 
often  termed  in  practice — construction  and  maintenance.  Fre- 
quently expenditures  are  of  such  a  nature  that  it  is  open  to 
debate  as  to  whether  they  really  belong  in  the  one  class  or  the 
other. 

A  factor  which  contributes  to  make  the  distinction  difficult 
is  that  most  public  service  corporations,  particularly  railways 
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and  light  and  power  plants,  do  not  have  any  but  very  extensive 
additions  to  plant  made  by  outside  contractors.  The  work  is 
done,  under  the  direction  of  their  own  engineers,  by  their  own 
workmen.  As  these  same  forces  also  do  the  current  maintenance 
work  and  use  the  same  kinds  of  materials  for  construction  as  for 
maintenance  purposes,  it  is  practically  impossible  to  determine 
merely  from  the  nature  of  the  labor  and  material  expenditures 
whether  they  are  capital  or  revenue  charges. 

The  only  satisfactory  solution  of  the  problem  is  for  the  com- 
pany to  keep  such  cost  accounts  of  its  construction  work  as  relate 
the  expenditures  to  the  thing  done  or  accomplished.  It  is  then 
p>ossible  for  the  auditor  to  satisfy  himself  by  conference  with 
the  company's  engineer,  as  well  as  by  his  experience  with  other 
engagements  in  the  same  field,  whether  or  not  the  capital  charges 
are  proper. 

Unfortunately,  many  companies  do  not  keep  such  con- 
struction cost  records,  though  many  more  now  do  so  than 
was  at  one  time  the  case.  All  companies  should  keep  such 
records.  Where  they  are  lacking,  tjhe  auditor  should  have  the 
engineering  department  submit  a  statement  of  the  construction 
work  done  during  the  period  under  review  and  the  legitimate  cost 
of  each  part  thereof.  Such  a  statement  is  usually  of  material 
assistance  in  passing  on  expenditures  which  have  been  charged 
to  capital  account.  Many  companies  have  a  system  of  "con- 
struction authorizations"  which  are  prepared  by  the  engineering 
staff  and  approved  by  the  board  of  directors  or  executive  com- 
mittee. These  authorizations  form  the  best  basis  for  con- 
struction cost  accounts. 

Charges  for  additional  equipment  are  usually  more  easily 
traced,  and  there  is  not,  as  a  rule,  much  difficulty  in  coming  to  a 
conclusion  as  to  whether  the  charges  should  be  to  capital  or 
revenue. 

While  it  is  advisable  that  in  cases  of  doubt  the  decision 
be  in  favor  of  the  conservative  policy  of  charging  the  doubtful 
items  to  maintenance,  yet  excessively  conservative  practice  must 
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also  be  avoided,  because  it  increases  the  apparent  cost  of  service 
rendered  and  consequently  is  unjust  to  the  consumers. 

Without  question,  the  cost  of  the  original  plant  and  that  of 
all  extensions  and  additions  are  proper  capital  charges.  Recon- 
struction expenditures  frequently  give  rise  to  much  doubt 
as  to  their  proper  apportionment,  li  the  reconstruction  has 
resulted  in  increased  capacity,  some  portion  thereof  is  properly 
chargeable  to  capital.  The  most  equitable  plan  is  to  charge 
to  capital  the  reconstruction  cost,  and  eliminate  therefrom  the 
cost  of  the  construction  work  or  equipment  which  has  been 
replaced.  The  result  is  that  the  plant  always  stands  on  the 
books  at  the  last  cost,  i.e.,  the  cost  of  the  plant  as  it  stands  at 
the  present  time.  In  cases  involving  the  determination  of  rates 
which  are  equitable  to  the  consumers  and  yet  at  the  same  time 
yield  a  fair  return  on  the  actual  investment,  it  is  certainly  most 
satisfactory  to  have  the  investment  in  plant  appearing  at  the 
cost  of  the  present  plant,  and  not  at  the  cost  of  the  plant  as  it 
was  at  some  earlier  date. 

Betterments 

The  classifications  of  the  Interstate  Commerce  Commission 
make  a  peculiar  distinction  between  the  treatment  of  certain  bet- 
terments by  a  steam  road  on  the  one  hand  and  by  an  electric 
railway  on  the  other. 

In  the  case  of  a  steam  road,  the  costs  chargeable  to  the  ac- 
counts of  the  classification  are  the  excess  costs  of  new  parts  over 
the  cost  at  current  prices  of  new  parts  of  the  kind  retired.  Thus 
if  224  yards  of  100-pound  rail,  costing  originally  $27  per  ton  of 
2,240  pounds,  are  replaced  with  no-pound  rail  at  $50  per  ton, 
the  amount  to  be  capitalized  is  one  ton  at  $50  per  ton,  or  $50, 
making  the  book  value  of  the  investment  $320,  while  the  cost 
of  the  rail  in  place  is  actually  $550.  The  effect  of  this  policy 
is  to  capitalize  only  the  original  cost  and  not  the  last  cost  or  the 
cost  of  existing  property.  This  is,  perhaps,  not  accurate  ac- 
counting, but  it  has  at  least  the  virtue  of  being  conservative. 
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The  effect  is  that  the  renewal  portion,  no  matter  how  great  the 
cost  of  any  renewal  attended  by  a  betterment,  must  be  met 
from  earnings.  Investors  may  rightly  feel  that  the  proceeds  of 
sales  of  bonds  or  stock  which  are  to  be  used  in  original  construc- 
tion or  for  renewals  in  excess  of  original  cost,  should  be  capi- 
talized. On  account  of  higher  prices  renewal  projects  may  cost 
twice  as  much  as  the  original  installation.  This  was  true  in 
1920. 

In  the  case  of  electric  railways,  the  Interstate  Commerce 
Commission  classification  permits  the  capitalization  of  such 
portion  of  the  cost  of  the  betterment  (physical  changes  in 
roadway,  structures,  facilities  or  equipment,  the  object  of 
which  is  to  make  the  properties  affected  more  useful  or  of  greater 
capacity  than  they  were  at  the  time  of  their  installation  or 
acquisition)  as  will,  when  added  to  the  original  cost  of  the  prop- 
erty bettered,  give  the  value  of  the  property  in  its  bettered 
condition.  In  the  instance  of  the  substitution  of  224  yards  of 
100-pound  rail  costing  $50  per  ton,  or  a  total  cost  of  $550,  $280 
is  capitalized  in  the  case  of  the  electric  railway;  in  the  case  of 
the  steam  road  only  $50.  Theoretically  the  former  is  correct 
accounting — the  rails  in  place  did  cost  $550.  It  seems  quite 
logical  to  permit  the  company  to  earn  a  return  upon  the  actual 
cost  of  the  existing  property.  Under  this  policy,  however,  for 
a  replacement  of  a  mile  of  100-pound  rail  on  an  electric  railway, 
costing  originally  $27  per  ton,  with  new  rail  at  $50  per  ton, 
$3,928.57  would  be  charged  against  earnings;  but  if  it  were  re- 
placed with  iio-pound  rail  (constituting  a  betterment),  $2,200.00 
would  be  charged  to  capital  and  only  the  original  cost,  $2,121.43, 
would  be  charged  against  earnings.  This  is  somewhat  illogical. 
Where  there  is  a  slight  betterment  the  charge  against  earnings 
may  be  considerably  less  than  where  there  is  a  renewal  only.  In 
rare  cases  the  reverse  might  be  true. 

The  Interstate  Commerce  Commission's  instructions  con- 
cerning accounting  for  betterments  of  steam  railroads  and 
electric  railways,  respectively,  are  as  follows: 
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Steam  Railroads. — Betterments  are  improvements  of  exist- 
ing facilities  through  tlie  substitution,  say,  of  steel-tired  wheels 
for  cast  wheels,  of  heavier  rails  in  tracks  and  the  strengthening 
of  bridges  by  the  substitution  of  heavier  members.  The  cost 
chargeable  to  the  accounts  of  this  classification  is  the  excess 
cost  of  new  parts  over  the  cost  at  current  prices  of  new  parts 
of  the  kind  retired.  This  instruction  does  not  apply  to  the 
renewal  of  rails  and  ties. 

Electric  Railways. — Betterments  are  physical  changes  in 
roadway,  structures,  facilities  or  equipment,  the  object  of  which 
is  to  make  the  properties  affected  more  useful  or  of  greater 
capacity  than  they  were  at  the  time  of  their  installation  or 
acquisition.  These  accounts  shall  include  only  such  portion 
of  the  cost  of  betterments  as  will,  when  added  to  the  original 
cost  of  the  prop>erty  bettered,  give  the  value  of  the  property 
in  its  bettered  condition.  The  remainder  of  the  cost  of  the 
change  shall  be  classed  as  a  repair  and  charged  to  the  appro- 
priate operating  expense  accounts.  When  it  is  necessary  sub- 
stantially to  reconstruct  or  to  replace  a  major  iX)rtion  of  any 
imit  of  property  or  any  important  section  of  a  continuous  struc- 
ture, the  cost  of  the  property  removed  or  replaced  shall  be 
credited  to  the  appropriate  account  in  this  classification  and  the 
new  property  shall  be  charged  thereto. 

The  distinction  described  in  the  foregoing  paragraphs  is 
evident  upon  making  a  comparison  of  the  instructions.  The 
distinction  is  not  a  logical  one. 

Classification  of  Accounts 

Although  there  is  necessarily  a  different  classification  of 
accounts  for  each  of  the  various  classes  of  public  utilities,  the 
general  principles  underlying  all  of  them  are  the  same.  A  com- 
mittee of  the  American  Association  of  Public  Accountants 
submitted  to  the  1907  convention  of  the  Association  the 
following: 
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Standard  Schedule  of  Revenue  and  Expense 

(Income  and  Expenditure) 

For  Municipal  Industries  and  Public  Service 
Corporations 

Revenue  from  Operating 

Gross  Earnings  from  Public  Services $. . 

Gross  Earnings  from  Private  Consumers 

Gross  Earnings  from  By-Products,  etc 


Total $. 

Deduct:  Rebates,  Refunds,  Discounts,  etc 


Total  Revenue  from  Operating $. 

Expense  of  Operating 

1.  Expense  of  Manufacture: 

Operation $ 

Maintenance 

Product  Purchased  (Gas,  etc.) 

2.  Expense  of  Distribution: 

Operation 

Maintenance 

3.  General  Expense  (Salaries,  Office  Supplies  and  Ex- 

penses)   

Total  (i,  2  and  3) $ 

4.  Taxes  (Real  Estate  and  Other) 

5.  Franchise  Taxes  (paid  or  accrued  annually  or  other- 

wise)   

6.  Rentals  (Leaseholds,  etc.) 

7.  Insurance  (Fire,  Accident  and  Fiduciary) 

8.  Damages  (including  Extraordinary  Legal  and  Other 

Expenses  and  Losses) 

9.  Guaranty  (Bad  Debts  Written  Off  and  Reserve  for 

Doubtful  Accounts) 

10.  Depreciation  (Deterioration  Written  Off  and  Reserve 

for  Estimated  Depreciation) 

Total  Expense  of  Operating 
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(a)  Net  Revenue  from  Operating  (or  Deficiency) $ 

(b)  Other  Revenue  or  Income,  Net  (from  Sources  Other  Than 

Operating) 

(c)  Appropriations  for  Operating,  Provided  by  the  Municipality 

from  General  Funds 


Total  Available  Income $. 

Disposition  of  Available  Income 

II.  Interest  on  Funded  and  Floating  Debts 


Remainder  of  Available  Income $. 

12.  Reserved  for  Sinking  Funds $ 

13.  Reserved  for  Amortization  Funds 

14.  Reserved  for  Other  Fimds 

Total  Reserves $ 

15.  Dividends  (Private  Plants) 

16.  Appropriation  to  General  City  Funds  (Public  Plants) 

Total  Disposition  of  Available  Income 


Credit  (or  Debit)  balance  transferable  to  "Surplus" $. 


Note:  The  various  items  in  this  condensed  statement  (particularly  expense 
items  I,  2  and  3)  should  be  supported  by  detailed  schedules. 

This  is  a  condensed  form  suitable  for  any  form  of  public 
utility — railway,  gas,  electric  light  and  power,  water  works  or 
telephone — and  would  be  accompanied  by  schedules  giving  the 
details  pertaining  to  the  particular  utility  for  which  used.  It 
would  be  esp>ecially  useful  in  comparing  the  operations  of  different 
undertakings,  since  it  brings  out  quite  distinctly  those  items 
whose  treatment  is  a  matter  of  judgment,  such  as  depreciation, 
or  which  for  any  other  reason  may  be  considered  as  "variables." 

In  view  of  the  fact  that  rentals,  when  the  prop>erty  is  in 
whole  or  in  part  not  owned  by  the  company  operating  it,  are 
fixed  charges  in  the  nature  of  interest — frequently  such  rentals 
are  paid  as  interest  or  guaranteed  dividends  on  underlying 
bonds  or  stocks — they  should  preferably  appear  as  the  first  item 
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under  "Disposition  of  Available  Income"  in  the  foregoing  form, 
rather  than  as  an  "Expense  of  Operating." 

Rate  Regulation 

The  tendency  of  legislation  for  the  regulation  of  rates  to  be 
charged  by  public  service  corporations  has  been  to  limit  them  to 
such  rates  as  will  not  yield  more  than  a  moderate  return  on  the 
capital  actually  invested.  The  abnormal  conditions  engendered 
by  the  war,  great  increases  in  wage  rates  and  tremendous  increases 
in  the  price  of  coal,  steel  and  other  supplies,  made  it  necessary  to 
suspend  the  more  or  less  constant  pressure  for  lower  public  utility 
rates  and  to  permit  public  service  enterprises  to  raise  their  rates 
if  they  were  not  to  be  forced  into  bankruptcy.  To  secure  the 
sanction  of  the  proper  authorities  for  such  increases  it  was  neces- 
sary for  the  companies  to  be  able  to  show  the  necessity  therefor. 
Conditions  have  not  yet  by  any  means  fully  returned  to  normal, 
so  that  it  is  still,  and  will  continue  to  be,  vital  that  public  utilities 
be  able  to  show  the  value  of  their  properties  and  the  actual  cost  of 
operating  them. 

As  the  accounts  of  but  very  few  companies  have  been  kept  in 
such  a  way  as  to  exhibit  dearly  or  conclusively  the  cost  of  the 
plant,  not  to  mention  proper  allowances  for  depreciation,  one  of 
the  first  steps  when  fixing  of  rates,  renewals  of  franchises  or  similar 
negotiations  are  under  consideration,  is  to  have  the  property 
appraised. 

In  a  decision  of  the  New  Jersey  Board  of  PubUc  Utility  Com- 
missioners, appears  the  following: 

The  general  principles  which  underlie  all  just  valuations  for  rate-making 
purposes  are  simple.  These  great  general  underlying  principles  are  two  in 
nvmiber.  The  first  aims  at  securing  for  consumers  generally  a  prompt 
and  adequate  supply  at  reasonable  rates,  of  those  services  which  they 
require  of  public  utility  companies.  To  insure  this  end  a  sufficient  incentive 
must  be  held  out  to  enterprises  and  investors.  Such  an  incentive  is  the 
assured  prospect  of  a  sufficient  return  upon  outlay  in  supplying  service. 
The  first  general  principle  is  prospective  in  its  reach;  it  looks  to  the  future. 
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It  is  comprehensive  in  its  aim,  it  is  bent  on  obtaining  the  adequate  supply 
of  community  wants. 

The  second  general  underlying  principle  seeks  to  conserve  the  legitimate 
value  of  investments  in  public  utility  enterprises.  It  regards  the  past 
rather  than  the  present,  the  individual  investors  rather  than  the  community 
of  consumers.  It  is  perfectly  consonant  with  the  first  general  principle 
enunciated.  For  unless  the  legitimate  value  of  past  investments  is  pre- 
served by  rate-making  decisions,  the  eflfective  incentive  for  individuals  to 
take  similar  risks  in  the  future  is  impaired  or  extinguished. 

The  following  is  a  summary  of  the  decision  in  the  Kings  County 
Lighting  Company^  case  decided  by  the  New  York  Court  of  Appeals 
March  24,  1914: 

The  public  is  entitled  to  reasonable  rates  and  the  company  to  a  fair 
return  on  its  property ;  and  in  determining  what  is  a  fair  return  there  must 
be  taken  into  account  the  cost  of  developing  the  business  after  it  was  started 
and  of  building  it  up  and  placing  it  on  a  paying  basis.  If  it  received  a  fair 
return  on  its  investment  from  the  start,  or  if  in  later  years  it  received  more 
than  a  fair  return  and  made  up  for  the  lean  years,  then,  the  Court  says, 
that  is  the  end  of  the  matter  so  far  as  "going  value"  is  concerned.  But 
if  it  did  not  receive  a  fair  return  in  the  early  years  and  the  deficiency  has 
not  been  made  up,  and  it  was  due  to  losses  or  exp>enses  which  were  reason- 
able, necessary  and  proper  in  developing  efficiency  and  economy  of  opera- 
tion and  in  establishing  the  business,  then  the  item  of  "going  value"  comes 
in  and  must  be  considered  in  fixing  the  rate;  otherwise  the  rate  would  be 
confiscatory. 

In  determining  what  is  "going  value"  and  how  it  is  to  be  appraised, 
Judge  Miller  points  out  that  it  takes  time  to  put  a  new  enterprise  oi  any 
magnitude  on  its  feet  after  the  construction  work  has  been  finished.  Mis- 
takes of  construction  have  to  be  corrected.  Substitutions  have  to  be  made. 
Economies  have  to  be  studied.  Exf>eriments  have  to  be  made,  which 
sometimes  turn  out  to  be  useless.  An  organization  has  to  be  perfected. 
Business  has  to  be  solicited  and  advertised  for.  In  the  case  of  a  gas  company, 
gratuitous  work  has  to  be  done,  such  as  selling  appliances  at  less  than  a 
fair  profit  and  demonstrating  new  devices  to  induce  consumption  of  gas  and 
to  educate  the  public  up  to  the  maximum  point  of  consiunption.  None  of 
those  things  is  reflected  in  the  value  of  the  physical  property,  unless,  of 


*People  ex  rd.  Kings  County  Lighting  Co.  v.  Wiikox  et  al..  Public  Serviu  Com- 
mission, 210  N.  Y.  479,  104  N.  E.  911,  51  L.  R.  A,  (N.  S.)  i. 
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course,  exchange  value  be  taken,  which  is  not  admissible  in  a  rate  case. 
The  company  starts  out  with  the  "bare  bones"  of  the  plant — to  borrow 
Justice  Lurton's  phrase  in  the  Omaha  Water- Works  case.  By  the  expendi- 
ture of  time,  labor,  and  money  it  co-ordinates  those  bones  into  an  efficient 
working  organism  and  acquires  a  paying  business.  The  proper  and  reason- 
able cost  of  doing  that,  whether  included  in  operating  expenses  or  not,  is 
as  much  a  part  of  the  investment  of  the  comoany  as  is  the  cost  of  the 
physical  property. 

The  investors  in  a  new  enterprise  have  to  be  satisfied  as  a  rule  with 
meager  or  no  returns  while  the  business  is  being  built  up.  In  a  business 
subject  only  to  the  natural  laws  of  trade  they  expect  to  make  up  for  the 
early  lean  years  by  large  profits  later.  In  a  business  classified  among  public 
callings,  the  rate  making  power  must  allow  for  the  losses  during  the  lean 
years  or  their  rate  will  be  confiscatory,  and,  of  course,  will  drive  investors 
from  the  field.  In  the  former  class  the  value  of  the  established  business 
is  a  part  of  the  "good- will"  and  may  be  determined  by  taking  a  given  num- 
ber of  years'  purchase  of  the  profits,  or  exchange  value  may  be  considered. 
In  the  latter  case  a  different  nile  must  be  adopted.  To  view  the  matter  in 
another  aspect,  take  the  case  of  a  public  service  corporation  with  a  plant 
constructed  just  ready  to  serve  the  public.  It  is  going  to  take  time  and 
cost  money  to  develop  the  highest  efficiency  of  the  plant  and  to  establish 
the  business.  Three  courses  seem  to  be  open  with  respect  to  rate  making, 
viz.:  (i)  to  charge  rates  from  the  start  sufficient  to  make  a  fair  return  to 
the  investor  and  to  pay  the  development  expenses  from  earnings — a  course 
likely  to  result  in  prohibitive  rates,  except  under  rare  and  favorable  circum- 
stances; (2)  to  treat  the  development  expenses  as  a  loss  to  be  recouped  out 
of  earnings,  but  to  be  spread  over  a  number  of  years,  in  other  words,  as  a 
debt  to  be  amortized;  that  involves  complications,  but  would  seem  to  be 
fairer  to  the  public  and  certainly  more  pjractical  than  the  first;  (3)  to  treat 
the  development  expenses,  whether  paid  from  earnings  or  not,  as  a  part  of 
the  capital  account  for  the  purpose  of  fixing  the  charge  to  the  public.  The 
last  course  would  seem  to  be  fairest  to  both  the  public  and  the  company, 
as  well  as  the  most  practical. 

Obviously  the  most  satisfactory  method  is  to  show  the  actual  experience 
of  the  company,  the  original  investment,  its  earnings  from  the  start,  the 
time  actually  required  and  expenses  incurred  in  building  up  the  business, 
all  expenditures  not  reflected  by  the  present  condition  of  the  physical 
property,  the  extent  to  which  bad  management  or  other  causes  prevented 
or  depleted  earnings,  and  any  other  facts  bearing  on  the  question,  keeping 
in  mind  that  the  ultimate  fact  to  be  determined  is  not  the  amovmt  of  the 
expenditures,  but  the  deficiency  in  the  fair  return  to  the  investors  due  to 
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the  causes  under  consideration.  The  business  in  this  case  was  twenty 
years  old,  the  books  of  the  old  company  were  not  available,  and  it  is  of 
course  problematical  whether,  if  produced,  they  would  have  shown  the 
necessary  facts.  The  question,  therefore,  had  to  be  determined,  as  all 
questions  of  fact  have  to  be,  by  the  best  evidence  available. 

Although  the  decision  in  the  Kings  County  Lighting  Company 
case  was  handed  down  in  19 14,  the  principles  there  enunciated 
appear  to  apply  with  equal  force  at  the  present  time.  Due  to 
conditions  which  arose  during  the  war,  costs  of  operation  have 
in  many  cases  multiplied,  and  rates  which  were  fair  when  fixed 
have  become  clearly  confiscatory,  owing  to  changed  industrial 
conditions.  On  March  4,  1918,  the  Supreme  Court  of  the  United 
States  decided  the  case  of  Denver  Union  Water  Company  v.  City 
and  County  of  Denver  et  al.  In  the  course  of  the  opinion  Mr. 
Justice  Pitney  said: 

In  this  situation  there  can  be  no  question  of  the  company's  right  to 
adequate  compensation  for  the  use  of  its  property  employed,  and  neces- 
sarily employed,  in  the  public  service;  nor  can  it  be  doubted  that  the  prop- 
erty must  be  valued  as  property  in  use.  It  involves  a  practical  contra- 
diction of  terms  to  say  that  property  useful  and  actually  used  in  a  public 
service  is  not  to  be  estimated  as  having  the  value  of  property  in  use,  but 
is  to  be  reckoned  with  on  the  basis  of  its  "junk  value."  Nor  is  the  question 
of  value  for  present  purposes  greatly  affected,  if  at  all,  by  the  fact  that 
there  is  neither  right  nor  obligation  to  continue  the  use  perpetually,  or  for 
any  long  period  that  may  be  defined  in  advance.  The  reason  is  not  obscure: 
the  cost  and  detriment  to  a  property  owner  attributable  to  the  use  of  his 
prof)erty  by  the  public,  and  the  value  of  the  service  rendered  by  the  property 
to  the  public,  are  measured  day  by  day,  month  by  month,  year  by  year,  and 
are  little  influenced  by  the  question  how  long  the  service  is  to  continue. 
The  cost  of  the  service  includes  the  use  of  the  plant,  but,  ordinarily,  not  its 
destruction,  except  through  the  slow  processes  of  wear  and  tear  and  obsoles- 
cence, for  which  graduated  depreciation  allowances  are  made.  The  whole 
calculation  is  a  matter  of  income,  not  capital,  accounting;  and  the  cost  and 
value  of  the  use  of  a  given  property  for  a  stated  period  .is  the  same  whether 
the  use  is  to  be  continued  after  the  expiration  of  the  j)eriod  or  not.  If  the 
period  is  extended,  compensation  for  the  use  is  extended  proportionately. 


•246  U.  S.  178,  38  Sup.  Ct  Rep.  378,  63  L.  Ed.  649. 
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What  we  have  said  establishes  the  propriety  of  estimating  complainant's 
property  on  the  basis  of  present  market  values  as  to  land,  and  reproduction 
cost,  less  depreciation,  as  to  structures.  That  this  method  was  fairly 
applied  by  the  special  master  hardly  is  disputed  by  the  appellants,  except 
as  they  contest  the  items  allowed  for  "going-concern  value"  and  for  the 
water  rights  acquired  by  complainant  and  its  predecessors  by  original 
appropriation.  With  respect  to  the  former  item,  we  adhere  to  what  was 
said  in  Des  Moines  Gas  Co.  v.  Des  Moines,  238  U.  S.  153, 165,59  L.  Ed.  1244, 
1250,  P.U.R.  19150,577,35  Sup.  Ct.  Rep.811;  "That  there  is  an  element  of 
value  in  an  assembled  and  established  plant,  doing  business  and  earning 
money,  over  one  not  thus  advanced,  is  self-evident.  This  element  of 
value  is  a  property  right,  and  should  be  considered  in  determining  the 
value  of  the  property,  upon  which  the  owner  has  a  right  to  make  a  fair 
return  when  the  same  is  privately  owned,  although  dedicated  to  public  use." 

Probably  the  most  recent  case  of  general  importance  on  the 
subject  is  that  of  Newton  v.  Consolidated  Gas  Company  of  New  York, ' 
decided  by  the  Supreme  Court  of  the  United  States  on  March  6, 
1922.  In  1906,  the  rate  for  gas  was  fixed  by  statute  at  80  cents 
per  thousand  feet.  In  1919,  the  company  filed  a  bill  in  equity 
in  the  United  States  District  Court  praying  for  an  order  enjoining 
the  authorities  from  enforcing  this  rate.  The  trial  court  decided 
that,  owing  to  the  greatly  increased  costs  of  production,  the  80-cent 
rate  was  confiscatory  and  authorized  the  company  to  charge  con- 
sumers $1.20  a  thousand  feet,  the  difference  between  the  80-cent 
rate  and  the  $1.20  to  be  impounded,  until  such  time  as  a  fair  rate 
should  be  established.  The  Supreme  Court  upheld  the  action 
of  the  trial  court  with  respect  to  the  Socent  rate  being  confiscatory, 
saying: 

We  are,  of  course,  aware  of  the  enormous  increase  in  cost  of  labor  and 
materials  since  this  court  declared  that  appellee  might  possibly  earn  6  per 
centvun  under  the  80-cent  rate.  In  view  of  all  these  things  only  very  cogent 
reasons  would  justify  complete  reversal  of  the  challenged  decree. 

The  Supreme  Court,  however,  criticized  the  lower  court  for 
impoimding  the  fimds  of  the  gas  company  on  the  ground  that  it 
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was  without  authority  to  do  so  and  ordered  that  all  such  funds 
be  immediately  released. 

In  Duitz  V.  Kings  County  Lighting  Company,''  the  Supreme 
Court  of  New  York  held  (March,  192 1)  that  a  finding  by  a  sp>ecial 
master  in  a  federal  action  that  a  certain  rate  would  yield  a  fair 
return  raises  no  presumption  that  such  a  rate  was  reasonable  five 
nurnths  later  when  conditions  had  changed  in  the  meantime. 

A  gas  and  electric  light  company,  in  its  application  to  the 
Wisconsin  Railroad  Conmiission  for  authority  to  increase  its  rates, 
added  12  per  cent  to  the  cost  of  land,  buildings  and  equipment 
for  engineering  superintendence,  interest  during  construction, 
contingencies,  etc.  The  conmiission  allowed  the  12  per  cent 
addition  for  purposes  of  arriving  at  a  valuation  of  the  plant. 

Appraisals  of  Public  Utilities 

Congress  amended  the  Interstate  Commerce  Commission  Act 
in  March,  19 13,  so  as  to  provide  for  a  valuation  of  the  several 
classes  of  property  of  interstate  carriers  and  to  secure  information 
concerning  their  stocks,  bonds  and  other  securities.  The  amend- 
ment *  provides  that : 

The  commission  shall  make  an  inventory  which  shall  list  the  property 
of  every  common  carrier  subject  to  the  provisions  of  this  Act  in  detail, 
and  show  the  value  thereof  as  hereinafter  provided,  and  shall  classify  the 
physical  property,  as  nearly  as  practicable,  in  conformity  with  the  classi- 
fication of  exp)enditures  for  road  and  equipment  as  prescribed  by  the  Inter- 
state Commerce  Commission.  First.  In  such  investigation  said  commis- 
sion shall  ascertain  and  report  in  detail  as  to  each  piece  of  property  owned 
or  used  by  said  common  carrier  for  its  purposes  as  a  common  carrier,  the 
original  cost  to  date,  the  cost  of  reproduction  new,  the  cost  of  reproduction 
less  depreciation,  and  an  analysis  of  the  methods  by  which  these  several 
costs  are  obtained,  and  the  reason  for  their  differences,  if  any.  The  com- 
mission shall  in  like  manner  ascertain  and  report  separately  other  values, 
and  elements  of  value,  if  any,  of  the  property  of  such  common  carrier,  and 
an  analysis  of  the  methods  of  valuation  employed,  and  of  the  reasons  for  any 
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differences  between  any  such  value,  and  each  of  the  foregoing  cost  values. 
Second.  Such  investigation  and  report  shall  state  in  detail  and  separately 
from  improvements  the  original  cost  of  all  lands,  rights  of  way,  and  termi- 
nals owned  or  used  for  the  purposes  of  a  common  carrier,  and  ascertained  as 
of  the  time  of  dedication  to  public  use,  and  the  present  value  of  the  same, 
and  separately  the  original  and  present  cost  of  condemnation  and  damages 
or  of  purchase  in  excess  of  such  original  cost  or  present  value.  Third.  Such 
investigation  and  report  shall  show  separately  the  property  held  for  pur- 
poses other  than  those  of  a  common  carrier,  and  the  original  cost  and  present 
value  of  the  same,  together  with  an  analysis  of  the  methods  of  valuation 
employed.  Fourth.  In  ascertaining  the  original  cost  to  date  of  the  property 
of  such  common  carrier  the  commission,  in  addition  to  such  other  elements 
as  it  may  deem  necessary,  shall  investigate  and  report  upon  the  history 
and  organization  of  the  present  and  of  any  previous  corporation  operating 
such  property;  upon  any  increases  or  decreases  of  stocks,  bonds,  or  other 
securities, in  any  reorganization;  up>on  moneys  received  by  any  such  corpora- 
tion by  reason  of  any  issues  of  stocks,  bonds,  or  other  securities;  upon  the 
syndicating,  banking,  and  other  financial  arrangements  under  which  such 
issues  were  made  and  the  expense  thereof;  and  upon  the  net  and  gross  earn- 
ings of  such  corporations;  and  shall  also  ascertain  and  report  in  such 
detail  as  may  be  determined  by  the  commission  upon  the  expenditure  of 
all  moneys  and  the  purposes  for  which  the  same  were  expended.  Fifth. 
The  commission  shall  ascertain  and  report  the  amount  and  value  of  any 
aid,  gift,  grant  of  right  of  way,  or  donation,  made  to  any  such  common 
carrier,  or  to  any  previous  corporation  operating  such  property,  by  the 
Government  of  the  United  States  or  by  any  State,  county,  or  municipal 
government,  or  by  individuals,  associations,  or  corporations;  and  it  shall 
also  ascertain  and  report  the  grants  of  land  to  any  such  common  carrier,  or 
any  previous  corporation  operating  such  property  by  the  Government  of  the 
United  States,  or  by  any  State,  county,  or  municipal  government,  and  the 
amount  of  money  derived  from  the  sale  of  any  portion  of  such  grants  and 
the  value  of  the  unsold  portion  thereof  at  the  time  acquired  and  at  the 
present  time,  also,  the  amount  and  value  of  any  concession  and  allowance 
made  by  such  common  carrier  to  the  Government  of  the  United  States,  or 
to  any  State,  county,  or  municipal  government  in  consideration  of  such  aid, 
gift,  grant,  or  donation. 

The  amendment  further  provides  that  in  making  its  report, 
the  commission  shall  show  the  value  of  the  property  of  every 
common  carrier  as  a  whole,  and,  separately,  the  value  in  each  of 
the  several  states  and  territories.    Also  that  the  commission  shall, 


PUBLIC  UTILITIES— GENERAL  311 

after  completing  the  valuation,  keep  itself  informed  of  all  extensions 
and  improvements  or  other  changes  in  the  condition  and  value  of 
the  property  of  all  common  carriers,  and  shaU  ascertain  the  value 
thereof  and  revise  and  correct  its  valuation. 

The  report  of  the  Bureau  of  Valuation,  Interstate  Commerce 
Commission,  dated  May  18,  1922,  states  that  at  May  12,  1922, 
practically  all  field  work  in  connection  with  the  federal  valuation 
of  railroads  had  been  completed,  and  that  the  commission  had 
served  231  tentative  valuations,  applying  to  326  properties,  with 
32,987  miles  of  road  and  46,349  miles  of  track.  The  work  has 
cost  nearly  $25,000,000  and  is  expected  to  be  completed  in  1924. 

The  following  suggestions  for  the  making  of  such  an  appraisal 
are  quoted  from  Henry  Floy's  book  on  "The  Valuation  of  Public 
Utihty  Properties": 

Suggested  Procedure:  A  valuation,  to  be  complete  in  the  fullest  sense, 
must  take  into  consideration  not  alone  the  original  cost,  present  value,  or 
cost  of  reproduction  of  the  physical  plant,  but  also  the  intangible  and  non- 
physical  values,  the  limitations  of  franchise,  as  well  as  the  market  quota- 
tion of  securities.  To  complete  a  valuation  of  such  broad  scope,  the  follow- 
ing method  of  procedure  is  suggested: 

(a)  Obtain  from  the  proper  ofi&cials  of  the  company  data,  drawings, 
and  specifications  covering  original  construction  as  well  as  later  additions, 
also  lists  of  material  and  supplies,  and  if  available,  a  complete  inventory  of 
all  existing  physical  property.  Where  inventories  are  incomplete,  as  is 
usually  the  case,  they  must  be  completed  by  field  inspection,  and  in  every 
case  verified  and  checked.  How  thoroughly  and  with  what  detail  insf>ec- 
tion  may  be  necessary  depends  on  the  thoroughness  of  the  appraisal  being 
made.  For  example,  test  holes  may  have  to  be  sunk  in  order  to  verify 
information  as  to  excavation,  foundations,  buried  pipes,  duct  lines,  or  other 
subsurface  structures.  The  size,  quantity  and  condition  of  all  physical 
property  must  be  determined. 

(b)  Obtain  available  data  as  to  costs  and  prices  by  examination  of  cor- 
poration vouchers,  not  only  for  the  period  in  which  the  appraisal  is  being 
made,  but  covering  also  original  cost.  Classify  the  cost  to  different  mate- 
riab  and  labor,  in  accordance  with  that  method  which  will  enable  a  conven- 
ient and  easy  comparison  for  the  appraisal  work  in  hand.  Particular 
attention  should  be  given  to  expenditures  during  the  early  history  of  the 
company  covering  items  that  may  properly  be  qualified  as  "Development 
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Expenses,"  such  as  interest,  taxes,  and  similar  expenses  during  construction, 
checking  the  cost  as  ascertained  from  vouchers  with  the  book  cost.  The 
two  are  not  likely  to  agree,  due  to  destruction  of  old  records,  accidentally  or 
otherwise,  and  the  fact  that  expenditures  may  have  been  made  and  no 
vouchers  received  therefor. 

(c)  Examine  the  record  books  of  the  corporation,  ascertaining  therefrom 
all  information  as  to  the  issuance  of  stocks,  bonds,  or  other  forms  of  indebted- 
ness, the  cash  received  therefrom,  records  of  transactions  of  the  officials  in 
authorizing  contracts,  and  the  prices  thereof. 

(d)  A  personal  inspection  and  examination  must  be  made  of  a  physical 
property  by  the  individual  in  charge  of  the  appraisal  work,  and  a  more  or 
less  detailed  acquaintance  had  with  the  plant  and  the  conditions  under 
which  it  is  operating,  even  though  the  working  out  of  detailed  information 
is  left  to  one's  subordinates. 

(e)  Determine  the  unit  prices  to  be  used  and  the  percentages  to  be  al- 
lowed in  connection  therewith;  the  fixing  of  unit  prices  and  percentages  to 
be  added  depends  upon  the  basis  adopted  for  the  prices  themselves. 

(f)  Using  the  completed  inventory,  the  unit  prices  determined  upon  are 
to  be  applied  and  the  work  carefully  checked  to  avoid  errors.  Two  inven- 
tories and  two  sets  of  unit  prices  may  be  necessary  if  both  the  original  cost 
and  the  cost  of  reproduction  are  being  determined.  To  the  totals  obtained 
from  applying  the  unit  prices  to  the  inventory  should  be  added  the  per- 
centages for  engineering,  contingencies,  and  administration  or  superin- 
tendence during  construction,  etc.,  in  order  to  obtain  the  cost  of  the  physical 
plant. 

(g)  K  the  depreciated  or  present  value  is  desired,  the  amount  of  depre- 
ciation must  be  determined  in  accordance  with  the  principles  laid  down  in 
the  chapter  on  "Depreciation"  and  this  sum  deducted  from  the  cost,  giving 
the  present  value  of  the  physical  plant. 

(h)  Investigate  the  actual  operating  conditions,  method  of  serving  the 
public,  rates  charged,  system  of  providing  for  depreciation,  and  maintenance 
of  the  property. 

(i)  Ascertain  the  limiting  conditions  in  the  articles  of  incorporation, 
charters,  franchises,  municipal  contracts,  or  other  governing  obligations, 
determine  whether  local  conditions  are  such  as  to  promise  fair  treatment  and 
a  bright  future  for  the  corporation,  or  whether  its  business  is  likely  to  be  in- 
terfered with,  either  through  competition  or  popular  opposition. 

(j)  Development  expenses  are  determined  from  a  consideration  of  the 
time  necessarily  consumed  in  building  the  plant  under  consideration,  the 
rate  of  interest,  taxes,  and  other  such  expenses,  with  proper  allowance  for 
remuneration  to  the  original  promoters  of  the  enterprise. 
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(k)  Consideration  should  be  had  as  to  whether  good-will,  franchise, 
or  going  value  should  be  allowed  for,  and  if  so,  the  amount  may  be  deter- 
mined from  a  consideration  of  the  matters  set  forth  in  another  chapter. 

(1)  The  sum  of  the  physical  plant  value  plus  the  development  expenses, 
plus  the  value  of  franchise,  good-will,  going  value,  or  contracts,  if  any,  will 
result  in  a  sum  representing  one  fair  value. 

The  items  to  be  determined  in  making  a  valuation  to  ascertain  the 
total  fair  value  of  a  utility  property  may  be  diagrammatically  summarized 
as  follows: 


Net  cost  of  physical  plant 
Gantractor's  profit 
Engineering 
Contingencies,  etc. 


>     Structural  value 


Expenses  preliniinary  to  beginning  plant 
'  construction 

Overhead  expenses  during  construction 
Working  capital 
Superseded  plant 


Development  ex{>enses 


Franchises 
Good- will 
Going  value 
Contracts 


Intangible  value 


Total  value 


CHAPTER  XIV 

•  PUBLIC  UTILITIES 

(Part  II) 

This  chapter  covers  the  audit  of  electric  light,  gas,  water, 
telephone  and  taxicab  companies. 

ELECTRIC  LIGHT  AND  POWER  COMPANIES 

Classifications  of  accounts  for  electric  light  and  px>wer  com- 
panies have  been  prescribed  by  a  number  of  states.  The  Interstate 
Commerce  Commission  has  also  issued  a  classification  for  use 
by  the  electric  companies  in  the  District  of  Columbia,  which 
are  under  its  jurisdiction.  This  classification  is  quite  similar  to 
that  issued  by  the  New  York  public  service  commissions. 

The  accounting  systems  of  public  service  corporations  of 
different  kinds  have  much  in  common.  The  elements  of  in- 
come from  service  rendered  to  the  public,  the  cost  of  performing 
such  service  (embracing  the  cost  of  maintaining  the  physical 
property  and  the  direct  cost  of  performing  the  service)  and  the 
almost  continuous  expansion  of  the  plant  to  keep  pace  with 
the  growth  of  the  community,  are  alike  met  with  in  the  case 
of  street  railways,  electric  light  and  power  companies,  gas  cor- 
porations, water  works  and  telephone  companies.  Conse- 
quently much  of  what  is  said  under  each  of  these  classes  of 
companies  applies,  sometimes  with  very  slight  modification,  to 
all  classes.  The  remarks  under  the  general  heading  of  public 
service  corporations  should  also  be  considered  in  connection 
with  any  one  class  of  such  corporations. 
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Rate-Making 

It  is  important,  in  undertaking  the  examination  of  an  elec- 
tric light  and  power  company,  that  one  have  an  understanding 
of  the  elements  that  enter  into  the  various  rates  in  the  "rate 
schedule."  This  is  an  engineer's  or  operator's  problem,  but 
should  have  the  serious  consideration  of  the  accountant  be- 
cause it  will,  in  a  rate  case,  prove  vital  and  will  in  any  case 
be  interesting.  This  knowledge  is  essential  in  any  case  where 
the  accountant  may  be  called  upon  to  assist  in  the  study  of 
rates  with  the  view  of  increasing  gross  revenues. 

One  frequently  encounters  a  situation  where  the  rates  to 
consiuners  (resulting  from  the  multifarious  schedules)  range 
from  I  to  12  cents  per  kilowatt-hour,  whereas  the  cost  of 
generation  and  transmission  alone  is  i^  cents.  As  soon  as 
one  examines  such  figures  one's  interest  cannot  but  be  aroused. 
Is  the  consumer  who  pays  i  cent  paying  even  for  the  cost  of 
the  coal  used  to  generate  his  power?  Why  does  he  not  have 
to  pay  part  of  the  cost  of  distribution,  utilization,  administra- 
tion and  general  expense?  He  appears  to  bear  no  part  of  the 
cost  of  interest  on  the  investment,  no  depreciation  nor  any 
other  expenses  which  may  be  considered.  After  a  study  of 
any  particular  rate  resulting  from  the  schedule,  it  may  be 
found  that  although  the  consumer  actually  does  not  bear  his 
proportion  of  all  the  elements  of  the  cost,  it  may  still  be  ad- 
vantageous to  serve  him  at  a  very  low  rate.  The  careful 
weighing  of  the  elements  that  follow  is  necessary  to  determine 
this. 

The  smaller  consumers  who  may  pay  from  6  to  12  cents 
per  kilowatt-hour  cannot  manufacture  their  own  power  eco- 
nomically and  are  dependent  entirely  upon  this  utility  for  their 
light  or  power.  If  the  utility  can  undertake  anything  which 
will  result  in  a  lower  cost  of  generation  or  will  otherwise  result 
in  more  economical  operation  of  its  property  it  is  to  the  ulti- 
mate interest  of  the  small  consumer. 

The  larger  consumers  can  manufacture  their  own  power, 
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and  perhaps  for  a  cost  of  from  2  cents,  or  even  less,  to  6  cents. 
The  utility  is  then  in  somewhat  of  a  competitive  position  as 
to  the  heavy  power  consumers.  The  larger  the  generator  the 
more  economically  it  can  be  operated.  Thus,  if  the  large  power 
consumer  can  be  connected,  the  cost  of  generation  per  unit  of 
energy  is  reduced. 

The  actual  distribution  and  utilization  cost  is  small  com- 
pared with  the  value  of  the  units  consumed  in  the  case  of  the 
larger  consumers. 

When  the  plant  is  prepared  to  meet  a  certain  demand,  it 
can,  during  the  time  for  which  it  is  so  prepared,  do  so  without 
any  increase  in  the  number  of  its  employees.  Thus  if  the 
"peaks"  of  the  demand  occur  at  7  a.m.  and  5:30  p.m.  the  com- 
pany is  probably  prepared  to  furnish  the  maximum  demand 
during  the  entire  day,  and  if  a  heavy  consumer's  demand 
occurs  at  10  o'clock  and  this  is  an  off-peak  hour,  the  power 
is  actually  furnished  with  no  more  additional  cost  except  for 
coal.  A  rate  which  exceeds  this  cost  of  coal  thus  reduces  the 
cost  of  operation.  The  demand  is  usually  very  low  from  12 
midnight  to  6  a.m.,  but  a  few  employees  must  be  on  duty.  The 
investment  should  earn  its  interest,  the  property  is  becoming 
obsolete  and  the  fires  are  burning,  though  perhaps  banked. 
These  costs  must  be  borne  by  the  smaller  consumers  on  whom 
rests  the  burden  of  the  expense.  Additional  energy  can  be  fur- 
nished during  these  hours  at  practically  no  cost  except  for  coal. 
Thus,  if  the  additional  coal  for  furnishing  i ,000  kilowatts  from  1 2 
midnight  to  6  a.m.  is  yi  cent  per  kilowatt-hour,  a  rate  resulting 
in  Ya,  cents  per  kilowatt-hour  during  this  period  certainly  cuts 
down  the  cost  of  operation  and  may  therefore  be  profitable, 
although  it  does  not  bear  its  proportion  of  the  labor  costs, 
administration  expense,  etc. 

While  all  public  utilities  have  much  in  common  from  an 
audit  standpoint,  conditions  do  differ  somewhat  between  the 
various  classes.  For  instance,  while  the  earnings  of  an  urban 
street  railway  accrue  largely  in  cash  from  day  to  day,  the  earn- 
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ings  of  an  electric  light  and  power  company  arise  from  monthly 
charges  based  on  the  current  used  by  consumers  who  are  given 
from  five  days  to  a  month  in  which  to  make  payment,  and 
comparatively  little  of  the  revenue  is  on  a  cash  sale  basis. 

Consumers  Register 

The  consumers  register  is  the  initial  record  of  the  gross 
earnings  from  electric  current  sold.  This  record  is  usually  so 
designed  that  it  contains  not  only  the  original  charge  to  the 
consumer,  but  collections  and  credits  for  abatements  are  also 
posted  to  it,  and  it  is  in  reality  a  ledger  of  consumers'  accounts, 
and  is  in  fact  known  as  the  consumers  ledger  in  many 
offices. 

Two  forms  of  consumers  register  are  widely  used.  One  is 
a  wide  columnar  book,  usually  with  one  or  two  short  leaves, 
with  a  group  of  columns  for  each  month,  there  being  separate 
columns  for  balances,  charges,  cash  and  credits  under  each 
month.  One  or  more  lines  are  allotted  to  each  customer's 
name  or  to  a  location.  The  months  progress  horizontally 
across  the  page.  The  respective  totals  of  balances,  charges, 
cash  and  credits  (rebates,  allowances,  etc.)  which  appear  in 
the  controlling  accounts  receivable  or  consumers'  account  in 
the  general  ledger  are  ascertained  (for  charges)  or  proved  (for 
cash  collections,  credits  and  balances)  by  footing  the  column 
set  apart  for  each. 

The  other  form  of  ledger  has  but  one  consumer's  account  ^ 
on  a  page.  This  also  is  a  book  of  original  entry  as  far  as  the 
charges  are  concerned.  The  totals  of  charges  made,  collec- 
tions posted,  etc.,  are  ascertained  by  scheduling  on  the  add- 
ing machine  items  of  a  given  class  from  all  the  consumers' 
accounts.  The  advantages  claimed  for  the  latter  form  are 
that  it  eliminates  the  necessity  for  carrying  forward,  or  to  a 
recapitulation,  the  totals  of  hundreds  of  pages,  that  a  new 
register  does  not  need  to  be  written  up  anew  each  year  (as 
companies  of  even  moderate  size  will  have  some  thousands  of 
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names,  this  is  no  small  task)  and  that  it  permits  of  the  use 
of  a  book  more  convenient  in  size  than  the  cumbersome  col- 
umnar record.  The  individual  account  form,  as  the  last- 
mentioned  of  the  two  forms  described  may  be  termed,  is  like 
a  sharp  tool.  In  the  hands  of  a  competent  workman,  it  is 
very  useful,  but  in  the  hands  of  any  other  its  use  may  produce 
any  but  satisfactory  results. 

The  meter-readers'  books  or  cards  are  the  data  from  which 
the  charges  are  made  in  the  consumers  register.  In  the  case 
of  flat  rates  the  contract  is  the  basis  of  the  memorandum  of 
the  charge  to  be  made  monthly,  which  is  noted  in  the  register. 
The  best  forms  of  registers  provide  columns  for  showing  meter 
readings.  In  the  wide  columnar  register,  however,  the  read- 
ings are  not  entered  for  lack  of  space.  Although  the  auditor 
is  not  usually  expected  to  go  back  of  the  charges  in  the  con- 
sumers register,  it  is  well  for  him  to  avoid  getting  into  a  rut  by 
occasionally  comparing  some  of  the  entries  in  the  meter-readers' 
books  with  the  register,  also  seeing  that  there  are  no  con- 
sumers recorded  in  the  meter-readers'  books  for  whom  there 
are  no  accounts  in  the  register.  The  monthly  totals  of  charges 
for  cash  collected,  etc.,  per  the  consumers  register,  should,  of 
course,  be  compared  with  the  entries  therefor  in  the  general 
books. 

Sales  of  Appliances 

Sales  of  appliances,  such  as  electrical  irons,  stoves,  motors, 
high  efficiency  lamps,  etc.,  have  become  a  large  item  in  the 
business  of  many  companies.  The  profit  thereon  is  usually 
small.  The  method  of  recording  such  sales  should  be  carefully 
examined,  since  the  misappropriation  of  the  proceeds  of  such 
sales  can  be  more  easily  concealed  than  the  theft  of  ordinary 
collections  for  the  consumption  of  current.  Sales  of  appliances 
are  frequently  made  on  the  instalment  plan.  The  accounts 
receivable  for  uncollected  balances  necessarily  require  thor- 
ough scrutiny.     The  net  profit  only  from  sales  of  appliances 
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should  be  included  among  the  gross  earnings  in  stating  the 
company's  operations. 

Capital  and  Revenue 

The  audit  of  the  expenditures  involves  no  features  which 
are  not  common  to  practically  all  public  utilities.  The  dis- 
tinction between  capital  and  revenue  is  of  first  importance. 
The  remarks  made  on  this  subject  under  the  head  of  electric 
railways  are  also  very  pertinent  to  electric  light  and  power 
companies.  ( See  the  preceding  chapter,  page  301,  for  this 
section.) 

An  unusually  low  ratio  of  operating  expenses  to  gross  earn- 
ings should  be  the  subject  of  investigation.  In  the  absence  of 
unusual  operating  advantages,  it  is  frequently  due  to  insuf- 
ficient expenditures  for  maintenance,  which  will  sooner  or  later 
result  in  a  run-down  property. 

In  the  case  of  machinery  which  has  a  tendency  to  become 
obsolete  as  quickly  as  electrical  equipment  does,  depreciation 
allowances  should  be  very  liberal. 

Depreciation  in  electric  light  plants  is  generally  understood 
to  be  the  deterioration  in  the  property,  above  ordinary  repairs, 
that  takes  place  because  of  age,  use,  obsolescence  or  inade- 
quacy. On  this  basis,  the  depreciation  charge  is  from  4  to  5 
per  cent  per  year  on  the  cost  of  the  property. 

Few  replacements,  treated  as  such,  will  be  found  in  the 
accounts  of  the  average  power  company.  Depreciation  is  very 
rapid  and  renewals,  unless  very  extensive,  are  for  the  most 
part  viewed  as  current  repairs.  A  study  of  the  prescribed 
classification  of  accounts  reveals  the  character  of  items  charge- 
able to  the  normal  maintenance  accounts  and  why  the  repairs 
or  renewals  are  so  frequent.  The  charges  against  a  reserve  for 
depreciation,  if  one  is  provided,  will  usually  be  found  to  be 
retirements  of  abandoned  property  rather  than  replacements 
and  renewals  such  as  would  be  found  in  a  steam  road  or  street 
railway. 
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GAS  COMPANIES 

In  many  respects  the  audit  of  a  gas  company  is  similar  to 
that  of  an  electric  light  and  power  company,  which  has  already 
been  considered.  Sales  of  gas  are,  however,  almost  invariably 
made  on  a  metered  basis,  whereas  flat  rates  for  electricity 
furnished  have  been  and  still  are,  although  to  a  much  lesser 
extent  than  formerly,  quite  common. 

An  item  of  importance  is  the  sale  of  residuals,  particularly 
in  the  case  of  companies  manufacturing  coal  gas;  the  residuals 
recovered  in  the  manufacture  of  water  gas  are  less  in  both 
quantity  and  value.  The  quantities  of  residuals  recovered  in 
different  fiscal  periods  should  be  compared  with  the  quantities 
of  materials  "charged,"  i.e.,  placed  in  the  retorts,  and  explana- 
tion of  variations  in  the  ratio  of  one  to  the  other  should  be 
sought.  The  system  of  recording  and  reporting  sales  of  resid- 
uals should  also  be  investigated,  to  be  certain  that  failure 
to  report  deUveries  to  customers  does  not  escape  detection. 

Another  important  item  of  income  which  should  be  verified 
is  the  sale  of  appliances.  With  the  largely  increased  use  of 
gas  for  cooking  and  heating  purposes  which  has  come  about 
in  recent  years,  and  the  energetic  endeavors  of  the  gas  com- 
panies to  encourage  such  use  to  the  utmost,  it  has  become 
customary  for  the  company  to  sell  stoves  and  other  appUances 
on  the  instalment  plan,  the  payments  covering  a  period  of 
from  one  to  two  years.  The  business  handled  in  the  appUance 
department  is  frequently  very  large,  the  company  not  only 
selling  the  appliances,  but  also  installing  them.  All  this  means 
that  if  no  loss  is  to  be  sustained,  careless  methods  must  be 
avoided  and  suitable  records  be  kept  of  the  transactions  in 
connection  with  the  sales  of  appliances  and  fittings  and  the 
diligent  prosecution  of  the  collection  of  the  accounts  or  in- 
stalments as  they  fall  due.  It  is  preferable  to  take  into  the 
statement  of  operations  only  the  net  profit  or  loss  on  sales 
of  appliances,  rather  than   to   include   the   sales   among   the 
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gross  earnings  and  the  cost  among  the  operating  expenses. 

There  are  no  unusual  features  involved  in  the  verification 
of  the  expenditures.  For  the  ordinary  operation  of  the  plant, 
the  wages  do  not  usually  fluctuate  very  much.  The  quantity 
of  coal  carbonized,  i.e.,  used  in  making  gas,  should,  within  cer- 
tain limits,  bear  a  definite  ratio  to  the  quantity  of  gas  produced. 

Depreciation  of  plant  is  an  especially  important  considera- 
tion in  the  case  of  gas  companies.  Some  parts  of  the  plant, 
particularly  the  retorts  or  benches,  should  be  renewed  at  com- 
paratively short  intervals.  Hence  full  provision  should  be 
made  for  such  accruing  renewals. 

At  the  1902  annual  meeting  of  the  American  Gas  Light 
Association,  a  committee  appointed  for  the  purpose  of  devising 
a  uniform  system  of  accounts  for  gas  works  submitted  a  report 
on  "Classification  of  Operating  Expense  Accounts;  Classifica- 
tion of  Betterments  on  Property  Accounts;  Forms  of  Monthly 
Journal  Entries  and  Rules  for  Closing."  This  furnished  a 
working  basis  for  the  classifications  of  accounts  for  gas  com- 
panies which  have  since  been  issued  by  the  public  service 
commissions  of  the  state  of  New  York  and  the  Interstate  Com- 
merce Commission.  Many  other  states  have  since  promul- 
gated standard  classifications  of  accounts  for  gas  companies. 

WATER  COMPANIES 

The  audit  of  water  companies  is  very  similar  to  that  of  gas 
and  electric  companies.  In  many  companies  a  very  large  part 
of  the  charges  to  consumers  is  based  on  contracts  for  fixed 
annual  rates.  These  rates  are  based  ©n  a  certain  charge  for 
each  kind  of  plumbing  fixture.  The  use  of  water  meters  is, 
however,  increasing,  especially  by  private  companies  as  dis- 
tinguished from  municipally  owned  water  works.  Charges  to 
consumers  based  on  meter  readings  are  naturally  treated  in  the 
same  manner  as  in  the  case  of  gas  and  electric  companies. 

Flat-rate  charges  to  consumers  are  most  often  made  quar- 
terly, although  in  some  few  cases  they  are  made  monthly,  and 
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in  still  other  instances  semiannually,  and — particularly  in  the 
case  of  municipalities — annually.  In  contradistinction  from 
metered  charges,  flat  rates  are  ordinarily  payable  in  advance, 
and  it  is  important  to  see  that  in  closing  the  accounts  such 
part  of  the  flat  charges  not  yet  earned  are  treated  as  a  liability, 
being  carried  forward  as  deferred  or  unearned  income. 

The  consumers  ledger  accounts  are  usually  arranged  by 
location,  and  as  most  cities  and  towns  are  supplied  by  a  single 
system,  the  accounts  of  buildings  for  which  no  water  rent  is 
charged  should  be  examined  to  see  that  the  water  was  off  dur- 
ing the  entire  period.  The  dates  on  which  the  water  is  turned 
on  or  off  are  usually  noted  directly  on  the  consumers  ledger. 

In  addition  to  vacancies,  attention  should  be  given  to  ar- 
rearages and  uncollectible  accounts.  The  bad  debts  should  be 
very  small  in  the  case  of  a  well-managed  water  company. 
Unpaid  water  rents  due  a  municipality  are,  in  some  states,  a 
lien  on  the  real  estate  where  the  water  was  used. 

Municipal  ownership  of  water  works  is  far  more  general 
than  is  the  case  with  any  other  class  of  public  utilities.  Until 
the  last  few  years  probably  less  attention  has  been  given  to 
the  systematic  regulation  of  water  companies  by  the  states 
than  of  other  public  service  corporations.  This  may  possibly 
have  been  due  to  the  fact  that  so  many  water  works  are  munici- 
pally owned  and  operated.  On  the  other  hand,  it  is  to  be  noted 
that  there  has  been  much  litigation  in  attempts  to  regulate  the 
rates  charged  by  water  companies.  Much  of  this  litigation 
has  been  the  result  of  hasty  and  ill-considered  efforts,  super- 
induced by  the  heat  of  political  campaigns. 

A  number  of  state  public  service  commissions  have  now 
prescribed  uniform  classifications  of  accounts  for  water  com- 
panies. For  quite  a  number  of  years  prior  to  the  promulga- 
tion of  any  state-sanctioned  classifications,  the  New  England 
Water  Works  Association  had  a  form  for  uniform  reports 
which  has  been  used  by  a  considerable  number  of  publicly  and 
privately  owned  water  works.     The  American  Water  Works 
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Association  has  also  given  considerable  study  to  the  subject  of 
uniform  accounts  for  water  works. 

TELEPHONE  COMPANIES 

A  telephone  company's  main  product  is  service,  and  to  a 
large  extent  the  expense  of  operation  varies  but  little  with 
fluctuation  in  the  volume  of  business.  Both  plant  and  per- 
sonnel must  be  maintained  at  a  standard  of  readiness  for  service 
sufl&dently  high  to  satisfy,  in  addition  to  current  demands,  the 
requirements  imposed  upon  it  by  sporadic  increases  in  the 
public  demand  for  service  as  well  as  by  normal  growth  and 
business  expansion. 

Commission  Regulation 

In  all  states  except  Delaware,  Iowa  and  Texas  the  regula- 
tion of  the  rates  and  practices  of  telephone  companies  has 
been  placed  under  the  jurisdiction  of  public  service  commis- 
sions, utility  commissions  or  other  bodies  clothed  with  similar 
powers.  In  addition  to  this  control,  all  telephone  companies 
engaged  in  whole  or  in  part  in  interstate  business  are  subject 
to  the  rules  and  regulations  imposed  by  the  Interstate  Com- 
merce Commission.  It  is  incimibent,  therefore,  upon  the  audi- 
tor to  satisfy  himself  that  as  to  its  charter,  stockholdings, 
stock  issues,  rates  for  service  and  the  acquisition  and  disposal 
of  plant  and  properties,  the  telephone  company  which  he  is 
examining  has  complied  with  the  laws  and  regulations  to  which 
it  is  subject. 

Uniform  System  of  Accounts 

The  auditor  will  find  that  the  chart  of  accounts  in  any  of 
the  large  telephone  companies  in  the  United  States  follows 
closely  the  system  of  accounts  prescribed  by  the  Interstate 
Commerce  Commission.  This  is  true  even  though  the  com- 
pany is  not  directly  subject  to  that  Commission,  because  the 
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state  commissions,  in  exercising  their  jurisdiction,  have  de- 
parted in  no  important  respect  from  the  scheme  of  accounts 
prescribed  by  the  Interstate  Commerce  Commission.  Accord- 
ingly, the  definitions  of  plant,  liability,  expense,  revenue  and 
income  accounts  laid  down  by  that  body  are  a  safe  guide  in 
determining  how  far  the  entries  on  the  books  of  the  company 
under  audit  have  departed  from  sound  telephone  accounting 
practice.  The  auditor  should  be  familiar  with  the  instructions 
covering  accounts,  the  definitions  thereof  and  the  numerical 
designation  of  accounts  as  prescribed  by  the  Interstate  Com- 
merce Commission  in  its  Uniform  System  of  Accounts  for 
Telephone  Companies.  These  code  numbers  and  definitions 
are  followed  by  all  important  telephone  companies. 

Plant  Accounts 

The  classification  of  telephone  plant,  as  prescribed  by  the 
Interstate  Commerce  Commission,  has  these  principal  headings: 

Land  and  Buildings 
Central  Office  Equipment 
Station  Equipment 
Exchange  Pole  Lines 
Exchange  Aerial  Cable 
Exchange  Aerial  Wire 
Exchange  Underground  Conduit 
Exchange  Underground  Cable 
Exchange  Submarine  Cable 
Toll  Pole  Lines 
Toll  Aerial  Cable 
Toll  Aerial  Wire 
Toll  Underground  Conduit 
Toll  Underground  Cable 
Toll  Submarine  Cable 
General  Equipment,  comprising: 

Office  Furniture  and  Fixtures 

Shop  Equipment 

Store  Equipment 

Stable  and  Garage  Equipment 

Tools  and  Implements 
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Plant  Extensions 

The  auditor  should  acquaint  himself  with  the  procedure 
for  accounting  for  plant  extensions  and  see  that  proper  dis- 
tribution is  made  between  items  which  are  properly  chargeable 
to  construction  and  items  which  in  fact  should  be  accounted 
for  as  expense.  He  should  examine  each  authorization  for 
plant  extension  and  ascertain  that  the  amounts  charged  against 
the  approved  estimate  bear  a  reasonable  relation,  both  as  to 
total  and  as  to  classification,  to  the  amounts  approved  in  ad- 
vance by  competent  authority. 

Plant  Retirements 

The  auditor  should  satisfy  himself  regarding  the  account- 
ing treatment  of  plant  retired  and  ascertain  that  on  the  sale  or 
disposal  of  any  plant  unit  suitable  adjustment  is  made  in  the 
reserve  previously  provided  to  cover  depredation  of  plant  as 
well  as  in  the  asset  accounts. 

Depreciation 

The  rate  of  depreciation  necessary  to  establish  an  adequate 
reserve  for  a  telephone  plant  is  a  topic  frequently  discussed 
but,  as  yet,  far  from  determination.  Changes  in  the  type  of 
central  ofl&ce,  station  and  outside  plant  equipment  are  fre- 
quent. The  varying  proportions  of  open  wire  and  cable  con- 
struction, of  copper  and  iron  wire,  of  underground  and  aerial 
plant,  of  fireproof  and  semifireproof  buildings  as  against  frame 
construction,  have  a  marked  effect  on  any  composite  rate  of 
depreciation  properly  applicable  to  the  plant  of  any  large 
operating  telephone  company  considered  as  a  whole.  The 
opinion  of  leading  telephone  engineers  and  accountants  at 
the  present  time  seems  to  be  that  a  composite  rate  of  about 
5  per  cent  per  annum,  on  the  plant  as  a  whole,  should  provide 
monthly  charges  to  expense  and  consequent  credits  to  a  reserve 
for  depreciation  which  will  prove  to  be  adequate  to  cover 
depreciation  as  realized. 
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It  will  be  found  that  only  in  rare  cases  is  the  plant  of  a 
telephone  company  wholly  new  or  wholly  old.  Additions, 
replacements  and  renewals  are  occurring  constantly.  It  is, 
perhaps,  fairly  accurate  to  hold  that  the  physical  plant  of  a 
representative  operating  company  at  any  point  of  time  is,  on 
an  average,  from  75  to  80  per  cent  new.  Conversely  stated, 
the  ratio  of  total  reserve  to  total  value  of  plant  on  a  conserva- 
tive basis  should  not  be  less  than  20  per  cent  and  perhaps  not 
less  than  30  per  cent.  If  the  monthly  credits  to  the  deprecia- 
tion reserve  do  not  maintain  the  reserve  in  about  that  ratio 
to  plant,  it  is  fair  for  the  auditor  to  assume  either  that  im- 
proper items  have  been  charged  to  the  reserve  or  that  the 
credits  to  the  reserve  are  inadequate.  If  the  reserve  is  high,  the 
auditor  may  find  reason  to  think  that  current  expense  has 
been  loaded  unduly;  if  it  is  low  and  the  current  depreciation 
rate  is  also  low,  there  is  a  possibility  that  financial  exigencies 
have  led  the  directors  to  maintain  income  available  for  divi- 
dends at  the  expense  of  adequate  provision  for  plant  retire- 
ment. Before  forming  an  opinion  on  this  question  the  auditor 
should  obtain  and  study  any  reports  from  the  company's  plant 
engineers,  plant  superintendents  and  plant  accountants  which 
bear  on  the  matter,  and  ascertain  whether  the  provision  made 
for  depreciation  on  the  books  of  the  company  is  in  accord  with 
the  opinion  of  its  own  experts  and  the  conclusions  to  be  derived 
from  the  company's  past  experience.  He  should  likewise  be 
familiar  with  the  requirements  regarding  depreciation  of  plant 
and  equipment  prescribed  by  the  Interstate  Commerce  Com- 
mission in  the  following  instructions: 

Depreciation  of  Plant  and  Equipment 

(i)  Telephone  companies  should  include  in  operating  expenses  deprecia- 
tion charges  for  the  purpose  of  creating  proper  and  adequate  reserves  to 
cover  the  expenses  of  depreciation  currently  accruing  in  the  tangible  fixed 
capital.    By  "expenses  of  depreciation"  is  meant; 

(a)  The  losses  suffered  through  the  current  lessening  in  value  of 
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tangible  property  from  wear  and  tear  (not  covered  by  current 
repairs) ; 

(b)  Obsolescence  or  inadequacy  resulting  from  age,  physical  change, 

supersession  by  reason  of  new  inventions  and  discoveries,  by 
changes  in  popular  demand,  or  in  public  requirements;  and 

(c)  Losses  suffered  through  destruction  of  property  by  extraordinary 

casualties. 

(2)  The  amount  charged  to  provide  for  this  expense  of  depreciation  should 
be  based  upon  rules  determined  by  the  accounting  company.  Such  rules 
may  be  derived  from  a  consideration  of  the  company's  history  and  experi- 
ence. Companies  should  be  prepared  to  furnish  the  Interstate  Commerce 
Conunission,  upon  demand,  the  rules  and  a  sworn  statement  of  the  facts, 
expert  opinions,  and  estimates  upon  which  they  are  based. 

(3)  The  estimate  for  expense  of  depreciation  of  physical  property  should 
take  into  account: 

(a)  The  gradual  deterioration  and  ultimate  retirement  of  units  of 

property  which  may  be  satisfactorily  individualized,  such  as 
buildings,  machines,  valuable  instruments,  etc.,  to  the  end 
that  by  the  time  such  units  of  property  go  out  of  service  there 
shall  have  been  accumulated  a  reserve  equal  to  the  original 
money  cost  of  such  property,  plus  cost  of  removal,  minus  the 
value  of  any  salvage; 

(b)  The  depreciation  accruing  in  property  which  can  not  be  readily 

individualized,  such  as  pole  lines,  wires,  cables,  or  other  con- 
tinuous structures  where  expenditures  for  repairs  or  replace- 
ments of  individual  parts  ordinarily  are  not  actually  made  until 
the  later  years  of  the  life  in  service  of  such  property,  and  when 
made  may,  therefore,  be  classed  as  extraordinary  repairs. 

(4)  The  rate  of  depreciation  should  be  fixed  so  as  to  distribute,  as  nearly 
as  may  be,  evenly  throughout  the  life  of  the  depreciating  property  the 
burden  of  extraordinary  repairs  and  the  cost  of  capital  consumed  in 
operations  during  a  given  month  or  year,  and  should  be  based  upon  the 
average  life  of  the  units  comprised  in  the  respective  classes  of  property. 

(5)  The  amount  estimated  to  cover  the  expense  of  depreciation  should  be 
charged  monthly  to  Account  608  Depreciation  of  Plant  and  Equipment  (or 
to  the  appropriate  clearing  account  or  accounts) ,  and  concurrently  credited 
to  Account  102  Reserve  for  Accrued  Depreciation — Cr. 

(6)  Account  413  Realized  Depreciation  Not  Covered  by  Reserves,  is 
provided  in  the  Corporate  Surplus  or  Deficit  Account  for  charges  for  realized 
depreciation  on  tangible  fixed  capital  retired,  when  such  depreciation  accrued 
prior  to  the  establishment  of  Account  102  Reserve  for  Accrued  Depreciation 
— Cr.,  or  has  not  been  provided  for  by  credits  to  that  account. 
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Investments 

Under  this  head  many  large  companies  carry  ownership, 
frequently  controlling  ownership,  in  other  operating  telephone 
companies.  In  the  examination  of  the  income  from  invest- 
ments of  a  holding  company,  the  auditor  must  satisfy  himself 
that  dividends  and  interest  received  from  such  controlled 
companies  are  paid  from  current  earnings.  He  should  also 
be  assured  that  the  value  at  which  such  securities  are  carried 
on  the  books  is  not  in  excess  of  the  net  worth  of  the  owned 
companies. 

Accounts  Receivable 

The  receivables  of  a  telephone  company,  although  large  in 
the  aggregate  when  compared  with  those  of  ordinary  commercial 
concerns,  are  composed  of  a  very  large  number  of  relatively 
small  accounts.  Usually  it  is  impracticable  and  should  be  un- 
necessary for  the  outside  auditor  to  do  more  than  satisfy  him- 
self that  the  company's  own  internal  checks  and  balances 
properly  safeguard  the  company  from  losses  through  over- 
stating receivables,  or  failure  to  promptly  report  their  collec- 
tion. 

The  larger  companies  divorce  the  work  of  accounting  for  sub- 
scribers' accounts  from  that  of  collecting  them.  Subscribers' 
accounts  are  maintained  by  exchanges  or  local  divisions  in 
specially  designed  subscribers  ledgers  of  different  types.  Fre- 
quently they  are  kept  in  a  loose-leaf  book  designed  to  carry  the 
accounts  of  a  subscriber  for  a  period  of  one  year.  Some  com- 
panies have  adopted  card  ledgers  and  there  is  a  tendency  toward 
a  modification  of  the  form  of  subscriber's  bill  which  will  enable 
a  stub  thereof  to  be  detached  and  retained  in  the  company's 
revenue  accounting  department,  to  serve  as  a  subscribers  ledger. 
Whatever  the  form  of  record  is,  amounts  reported  by  the  local 
commercial  manager  as  due  from  subscribers  within  his  district, 
are  summarized  and  reports  thereof  sent  directly  to  the  auditor 
of  receipts,  or  revenue  accountant,  who  likewise  receives,  through 
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the  treasurer  or  cashier,  a  prompt  report  of  all  collections.  The 
revenue  to  be  derived  from  subscribers'  station  service  is  under 
close  control  through  the  summary  of  subscribers'  contracts, 
maintained  by  the  auditor  of  receipts  and  corrected  daily  from 
his  copy  of  each  new  contract,  changed  contract  and  cancellation 
notice. 

The  auditor  should  ascertain  that  collections  as  made  are 
promptly  reported  and  promptly  deposited  in  authorized  deposi- 
tories. Usually  telephone  companies  have  on  their  own  staff 
traveling  auditors  who  make  periodic  visits  to  each  exchange, 
where  they  test  a  representative  percentage  of  outstanding 
accounts,  as  shown  by  the  books,  by  direct  communication 
with  the  subscribers. 

By  recourse  to  reports  on  file  with  the  company's  chief 
traveling  auditor  and  a  study  and  test  of  the  company's  routine 
for  revenue  audits  and  inspections,  the  outside  auditor  can 
determine  whether  or  not  the  amount  of  receivables  as  shown 
by  the  books  is  essentially  correct.  He  can  determine  also 
whether,  in  view  of  the  company's  experience,  the  reserve  for 
uncollectible  accounts  is  maintained  in  sufficient  amount  to 
offset  the  uncollectibles  at  any  period. 

Contingent  Liabilities 

Sometimes  a  company  is  permitted  to  collect  from  the  public 
revenues  derived  from  rates  which  are  subject  to  reduction  on 
further  consideration  by  the  commission  or  the  courts.  In 
such  event  the  auditor  should  ascertain  that  the  contingent 
liability  is  set  up  on  the  books.  If  the  court  or  commission  order 
requires  a  funding  of  the  amounts  collected  through  disputed 
rates,  the  auditor  must  verify  the  company's  full  compliance. 
Furthermore,  the  company  under  audit  may  be  obligated  as 
guarantor  or  otherwise  for  amounts  so  collected  by  a  controlled 
subsidiary  and  if  such  is  the  case  its  books  and  accounting  ref>orts 
should  reflect  the  situation.  This  lends  emphasis  to  the  author's 
opinion,  as  stated  in  Volume  I,  that  the  audit  of  a  controlling 
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company  cannot  be  held  complete  unless  the  auditor  has  been 
enabled  to  extend  his  examination  to  the  records  of  the  subsidiary 
and  he  has  satisfied  himself  that  the  balance  sheet  and  income 
statement  of  the  parent  company  give  complete  recognition  to 
the  parent  company's  responsibility  for  and  interest  in  the 
operations  of  its  subsidiaries. 

Any  other  contingent  liabilities  should  be  inquired  into 
closely,  and  the  auditor  should  see  that  they  are  properly 
reflected  on  the  books. 

Income 

Income  is  derived  mainly  from  local  telephone  traffic,  long- 
distance tolls,  leased  wire  service,  licensee  revenue,  telegraph 
service  over  toll  lines,  revenue  from  investments  and  also  mis- 
cellaneous revenue  from  rentals,  scrap  sales  and  directory 
advertising. 

Taxes 

Taxes  constitute  an  important  item  of  expense,  and  should 
be  watched  closely.  The  auditor  should  see  that  adequate  pro- 
vision for  taxes  accrued  but  unpaid  has  been  made.  In  many 
companies  the  variety  of  taxes  to  which  a  telephone  company  is 
subject,  including  franchise,  capital  stock,  property  and  income 
and  profits  taxes,  has  warranted  the  formation,  within  the 
company,  of  a  tax  department.  In  that  case,  the  methods  of 
estimating  and  providing  for  taxes  should  be  checked  to  deter- 
mine whether  proper  liabilities  have  been  set  up. 

Directory  Expense 

The  directories  furnish  opportunities  for  considerable  pecula- 
tions if  not  watched  closely.  The  auditor  conducting  a  thorough 
audit  of  a  telephone  company  cannot  consistently  certify  to  the 
accuracy  of  the  income  without  examining  into  the  management 
of  the  directory.  Some  companies  handle  the  preparation, 
printing  and  distribution  of  directories  under  contract  with  an 
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outside  publishing  company  on  a  basis  which  makes  it  incumbent 
on  the  auditor  to  verify  that  the  terms  of  the  contract  are 
observed  and  that  a  due  proportion  of  revenue  from  directory 
advertising,  when  and  as  provided  for  by  the  contract,  accrues 
to  the  company. 

TAXICAB  COMPANIES 

In  auditing  a  taxicab  company  the  procedure  is  much  the 
same  as  for  an  ordinary  trading  company,  with  the  ex- 
ception of  its  income,  i.e.,  cash  receipts  and  charges  for  service 
rendered. 

Taxicab  Equipment 

Taxicabs,  as  the  name  indicates,  are  equipped  with  taxi- 
meters. These  show  both  the  total  mileage  and  the  revenue 
miles,  that  is,  the  mileage  run  during  the  time  the  cab  is  carrying 
passengers.  They  also  show  the  charges  for  extras  and  the 
initial  charge.  An  initial  charge  is  the  minimum  charge  for  the 
first  fractional  part  of  a  mile.  "Flags"  on  the  taximeters  are 
colored  to  indicate  the  rate  at  which  the  mechanism  of  the  meter 
is  set  to  register.  The  color  indicates  whether  the  meter  is  set 
to  register  at  single,  double  or  special  fare  rates.  This  distinc- 
tion between  rates  is  due  to  various  police  regulations  prevailing 
in  different  communities,  and  to  the  many  styles  and  types  of 
cabs. 

In  addition  to  the  taximeter,  there  are  other  devices  on  the 
market  which,  if  used,  will  be  of  assistance  to  the  auditor  in 
verifying  the  revenue.  One  particular  instrument,  for  instance, 
records  by  successive  hours  and  parts  thereof  the  time  the  cab 
is  standing  and  the  time  it  is  running. 

Accounting  Procedure 

The  majority  of  the  companies  keep  what  is  called  a  master's 
sheet  or  some  record  showing  the  car  numbers,  their  time  out 
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and  in  and  the  readings  of  their  meters.  When  a  cab  leaves  the 
garage,  the  reading  of  its  meter  is  entered  on  the  sheet,  and  on 
its  return,  the  reading  is  again  taken  and  entered  alongside  of 
the  first  or  "out"  reading.  Chauffeurs  must  account  in  cash,  or 
present  proper  evidence  of  having  carried  a  charge  customer,  for 
the  revenue  miles,  extras,  etc.,  shown  by  the  difference  be- 
tween these  "out"  and  "in"  readings,  and  at  the  rates  applicable 
to  the  respective  cabs.  Many  companies  deduct  shortages 
from  the  chauffeur's  wages.  The  majority  of  the  charge  calls, 
just  referred  to,  originate  at  some  hotel  or  at  a  stand  where 
there  is  a  starter  employed  by  the  company.  It  is  the  starter's 
duty  to  determine  whether  or  not  the  customer  has  an  account; 
if  so,  he  signs  a  ticket  which  is  given  to  the  chauffeur  to  turn  in 
in  lieu  of  cash.  Charge  calls  originating  elsewhere  are  not  per- 
mitted unless  the  customer  holds  an  identification  card,  some- 
what similar  to  a  club  membership  card.  This  card  is  presented 
to  the  chauffeur  who  reports  verbally  or  in  writing  to  the  garage. 
A  careful  scrutiny  of  the  accounts  receivable  should  be  made  to 
determine  whether  any  chauffeur  is  overstating  the  charges 
thereto.  Noticeable  refunds  and  allowances,  disputed  charges 
and  deUnquencies  may  be  the  result  of  such  overstatements. 

It  is  also  frequently  the  case  that  each  chauffeur  is  provided 
with  a  daily  card,  which  should  show  the  same  mileage,  etc.,  as 
the  above-mentioned  master's  sheet,  and  in  addition  should  give 
the  details  of  the  day's  calls. 

The  cash  received  from  this  source  is  entered  in  a  Cash  Fares 
column  in  the  cash  book,  and  the  charges  reported  are  posted 
to  the  customers  ledgers,  the  total  charges  being  posted  through 
the  journal  to  the  general  ledger. 

Audit  Procedure 

It  would  not  usually  be  practicable  for  the  auditor  to  check 
the  accuracy  of  all  of  the  entries  and  records,  but  a  thorough  test 
should  be  made  for  a  certain  period.  Such  a  test  should  include 
a  comparison  of  the  chauffeur's  cards  with  the  total  cash  and 
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charge  fares  as  snown  by  the  general  ledger  for  the  period  chosen. 
The  mileage  shown  by  the  chauffeur's  cards  should  be  checked 
with  the  master's  sheets  and  the  "out"  readings  of  mileage,  etc., 
should  be  compared  with  the  "in"  readings  of  the  previous  day. 
The  latter  is  important,  because  it  would  be  an  easy  matter,  if 
collusion  existed,  for  the  starter  at  the  garage  to  add  several 
miles  to  the  "out"  readings  or  deduct  several  miles  from  the 
"in"  readings,  which,  if  the  driver  used  the  same  figures  on  his 
card,  would  give  him  less  mileage  to  account  for.  The  auditor 
might  also  compare  the  last  readings  taken  with  the  taximeter 
of  any  taxicab  then  in  the  garage. 

Irregularities. — While  the  revenue  shown  by  the  taximeter 
usually  can  be  satisfactorily  audited,  it  is  a  fact  that  an  auditor 
can  only  with  difficulty,  if  at  all,  audit  or  account  for  revenue 
earned  if  a  chauffeur  carried  passengers  without  connecting 
his  meter,  or,  in  other  words,  "raising  his  flag."  This  irregularity 
is  more  likely  to  result  from  collusion  between  the  passenger  and 
the  chauffeur,  or  in  cases  where  the  passenger  is  ignorant  of  or 
unconcerned  in  the  chauffeur's  duty  in  this  respect. 

One  general  check  against  the  irregularities  just  referred  to 
is  that,  theoretically,  the  revenue  mileage  should  be  about  one- 
half  of  the  total  mileage  run.  This  is  on  the  theory  that  it 
would  be  the  same  distance  from  destination  back  to  starting 
point,  or  stand,  as  from  stand  to  destination;  the  total  mileage 
being  both  distances,  and  the  revenue  mileage  being  the  latter 
distance.  However,  this  ratio  is  subject  to  a  number  of  dis- 
turbing factors.  For  instance,  (i)  the  mileage  from  the  stand 
to  the  point  at  which  the  passenger  is  picked  up  and  thence  to 
destination  will  often  vary  from  the  mileage  from  destination 
back  to  stand;  (2)  the  mileage  to  and  from  the  garage  and  to 
the  chauffeur's  home  is  dead  mileage  against  which  there  is  no 
compensating  revenue  mileage;  (3)  revenue  earned  carrying  pas- 
sengers between  intermediate  points  while  en  route  to  or  from 
other  calls  might  not  be  registered  as  such.     However,  the  law 
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of  averages  can  be  brought  into  play  here,  and  chauffeurs  con- 
sistently showing  excesses  in  respect  to  this  ratio  should  be 
questioned,  and  their  replies  referred  to  the  management  for 
further  investigation.  One  somewhat  helpful  aid  to  the  auditor 
in  respect  to  this  condition  would  be  the  device  heretofore 
mentioned  which  records  the  time  the  cab  is  running  and  the 
time  it  is  idle.  Some  companies  employ  "spotters"  or  detectives 
to  offset  the  possibility  of  irregularities  of  this  nature,  but  it  is  a 
matter  not  necessarily  within  the  province  of.  accounting  or 
auditing,  and  the  responsibility  for  such  practices,  or  their  dis- 
closure, must  rest  primarily  upon  the  management,  and  not 
upon  the  auditor. 

Mileage  JIecords. — Many  companies  keep  mileage  records. 
Where  this  is  done,  it  would  be  well  to  make  a  list  of  the  mileage, 
both  revenue  and  total,  and  compare  the  ratio  of  the  one  to  the 
other  for  the  period  investigated.  There  are  many  expenses 
which  should  vary  directly  as  the  mileage.  Tires  are  sometimes 
rented  on  a  mileage  basis.  Using  the  mile  as  the  unit  and  stating 
the  earnings  and  expenses  per  mile,  especially  when  such  results 
can  be  compared  with  the  results  of  another  period,  enables  the 
auditor  to  uncover  many  discrepancies. 

Miscellaneous. — In  the  verification  of  the  pay-rolls,  dis- 
bursements, purchases,  sundry  sales  of  gasoline  and  supplies, 
storage,  etc.,  the  procedure  should  be  the  same  as  in  any  other 
business. 

Depreciation  is  an  important  item,  but  it  should  be  borne  in 
mind  that  a  good  taxicab  can  be  renewed  in  large  part,  and 
when  tires  and  motors  and  other  repairs  are  being  charged 
against  operations,  a  reserve  of  only  15  or  20  per  cent  may  be 
sufficient  to  cover  all  depreciation  in  a  going  concern. 

As  an  indication  of  the  accounts  to  be  found  in  a  taxicab 
company,  the  following  forms  of  statement  of  earnings  and 
expenses  and  balance  sheet  are  presented : 
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The  Taxicab  Company 
Statement  of  Earnings  and  Expenses 

For  the  Month  of  June,  192—,  and  for  the  Six  Months 
Ended  June  30,  192— 

Earnings 

Six  Months 
Month  of  Ended 

June,  192-         June  30, 
19a- 

Motor  Car  Earnings $ $ 

Miscellaneous  Earnings 


Deductions: 
Refunds  and  Allowances . 


Net  Earnings $. 


Expenses 

Vehicle  Operation $. 

Garage  Operation 

Maintenance 

Rent  and  Insurance 

Taximeters 

Hired  Equipment 

Licenses 

Commissions 

Free  Riding 

General  Ezp>enses 


Reserves: 

Motor  Cars 

Exjuipment 

Repair  Stock 

Injuries  and  Damages . 

Bad  Debts 

Chauffeurs'  Clothing. . 


Total  Expenses $. 
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Six  Months 
Month  of  Ended 

June,  192-      June  30, 
192- 


Current  Operating  Profit: 

Motor  Department $. 

Additions  to  Income: 

Interest  on  Deposits 

Discounts  Earned 


Total  Income $. 

Deductions  from  Income: 

Interest  on  Bonds $. 

Interest  on  Notes 

Discount  on  Bonds 

Organization  Expenses 


Total  Deductions $ $. 


Net  Profit $ $. 


Details  of  Statement  of  Earnings  and  Expenses 

For  the  Month  of  June,  192—,  and  for  the  Six  Months 
Ended  June  30,  192— 


Six  Months 
Month  of  Ended 

June,  192-      June  30, 
192- 


Vehicle  Operation: 

Salaries,  Operating  Ofl&ce $. 

Chauffeurs'  Wages 

Starters'  Wages 

Gasoline 

Lubricants 

Tires 


Garage  Operation: 
Salaries,  Garage  Office. . 

Wages,  Garage 

Light,  Heat  and  Power. 
Garage  Supplies 


TAXICAB  COMPANIES  337 

Six  Months 
Month  of  Ended 

June,  193-       June  30, 
19a- 

Maintenance: 


Body  Repairs,  Labor $ $. 

Body  Repairs,  Materials 

Chassis  Repairs,  Labor 

Chassis  Repairs,  Materials 

Damages  Collected  from  Chauffeurs 

Stockroom  Wages 

Motor  Car  Accessories 

Chauffeurs'  Clothing 

Repairs  to  Equipment 


$ $. 


Rent  and  Insurance: 
Rent: 

Rent  Proportion $ $. 

Repairs  Proportion 

Taxes  Proportion 

Insurance  on  Buildings 

Total  Rent $ $. 

Insurance  Other  Than  on  Buildings 


$ $. 


General  Expenses: 

Salaries  of  Officers $. 

Salaries  General  Office 

Telephone 

Office  Expanse ; 

Stationery 

Postage 

Advertising 

Freight  and  Expressage 

Miscellaneous 
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Six  Moiitli* 
Month  of  Ended 

June,  192-        June  30, 
153- 

Results  Per  Unit 


Cabs  used . 


Live  miles  run . 
Dead  miles  run. 


Total  miles  run 

Percentage  of  live  mileage . . 
Miles  run  per  cab  for  period . 


Earnings  per  live  mile $ $. 


Drivers'  wages  per  live  mile $ $. 

Gasoline  per  gross  mile 

Lubricants  p)er  gross  mile 

Tires  per  gross  mile 

Chassis  Repairs  per  gross  mile 

Garage  wages  per  cab  used 

Garage  supplies  per  cab  used 

Body  repairs  per  cab  used 


Total  expenses  per  live  mile $ $. 

Total  reserve  per  live  mile 


Total  cost  per  live  mile $. 


Current  profit  per  live  mile $ $. 


CHAPTER  XV 

PUBLIC  UTILITIES 

(Part  III) 

This  chapter  deals  with  the  audit  of  steam  and  electric 
railroads  and  steamship  companies. 

STEAM  RAILROADS 

Railroad  accounting  has  experienced  steady  and  continued 
improvement  during  many  years  until  at  the  present  time  it 
has  reached  a  higher  degree  of  uniformity,  and  is  in  some  resf)ects 
more  advanced  than  the  accounting  in  any  other  industry. 

Historical  Sketch 

The  desirability  of  standardization  of  railroad  accounting  and 
the  necessity  for  governmental  supervision  of  railroad  accounts 
were  recognized  as  early  as  1869,  which  was  about  forty  years 
after  the  first  steam  railroad  was  put  into  operation.  The  large 
amount  of  expenditures  on  capital  account,  the  heavy  main- 
tenance expenses,  the  large  volume  of  revenues  and  the  multi- 
tudinous items  involved  in  the  operations  of  a  railroad  require  a 
comprehensive  method  of  accounting,  not  only  for  the  assistance 
of  the  railroad  operating  authorities,  but  also  for  the  informa- 
tion of  the  public,  who  are  vitally  interested  in  the  success 
or  failure  of  these  enterprises,  both  from  an  investment  point  of 
view  and  for  rate-making  pyrposes. 

In  1869  the  Commonwealth  of  Massachusetts  required  a 
report  from  the  railroads  within  that  state.  Other  states  fol- 
lowed, and  the  federal  government  by  act  of  Congress  in  1887 
created  the  Interstate  Commerce  Commission  with  authority, 
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among  other  things,  to  require  annual  reports  from  all  common 
carriers  subject  to  the  act,  to  prescribe  the  manner  in  which  such 
reports  should  be  made,  and  also  to  require  from  such  carriers 
specific  answers  to  all  questions  upon  which  the  Commission 
might  need  information.  These  powers  of  the  Commission  were 
greatly  extended  in  1906,  when  the  Hepburn  Act  was  passed, 
giving  the  right,  among  other  things,  to  prescribe  the  accounts 
to  be  kept  and  forbidding  any  deviation  from  the  prescribed 
classifications. 

Interstate  Commerce  Commission  Classification 

The  Commission  aimed  to  adopt  a  plan  and  classifications 
of  accounts  which  would  embody  steam  roads  and  other  utili- 
ties coming  within  its  jurisdiction,  and  extend  the  best  American 
practice;  and,  although  the  first  comprehensive  classification 
for  steam  roads,  which  was  issued  in  1907,  contained  some  in- 
structions which  were  not  based  on  sound  accounting  principles, 
it  can  now  be  said  that  the  latest  issue,  taken  as  a  whole,  gener- 
ally conforms  to  good  accounting  practice.  There  are  still  some 
instructions  to  which  exception  may  be  taken,  for  example,  in 
the  matter  of  depreciation.  In  the  1907  classification,  provision 
was  made  for  depreciation  of  equipment  but  not  for  depreciation 
of  fixed  improvements.  The  classification  of  19 14  contains  a 
provision  for  depreciation  of  fixed  improvements,  the  enforce- 
ment of  which,  however,  is  optional  with  the  carrier.  There 
is  a  divergence  of  opinion  on  this  subject.  The  contention  of 
some  railroad  accountants  is  that,  if  the  maintenance  work  is 
properly  kept  up,  there  is  no  annual  depreciation.  However, 
the  element  of  depreciation  is  a  factor  which  stubbornly  declines 
to  be  ignored  and,  if  not  adequately  recognized  in  the  accounts, 
the  income  accoimt  for  any  one  year  is  not  likely  to  be  correctly 
stated. 

Capital  and  Revenue. — ^The  classification  of  19 14  gave  the 
carriers  the  option  of  charging  to  operating  expenses  small 
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additions  and  betterments  costing  less  than  $200  each.  The 
object  of  this  provision  was  to  relieve  the  capital  account  of 
numerous  small  charges  which  in  theory  may  properly  be 
capitalized,  but  which  for  practical  reasons  it  is  better  to  exclude 
from  the  capital  account.  This  option  was  withdrawn  a  few 
years  ago,  but  it  is  a  question  whether  its  withdrawal  was  wise. 
From  a  purely  accounting  point  of  view,  these  items  should  be 
charged  to  capital,  but  in  the  application  of  the  principle  it  is 
more  than  probable  that  the  identity  of  the  small  items  will  be 
lost  between  the  time  the  charge  is  made  and  when  the  improve- 
ment is  retired  or  replaced.  One  can  imagine,  for  instance,  a 
map  file  built  for  the  engineer's  office  which  might  cost  $20. 
The  usual  requisition,  generally  called  "authority  for  expendi- 
ture," would  be  prepared  and  would  follow  the  usual  routine, 
being  approved  by  the  several  ofl&cers  of  the  company  and 
finally  charged  to  capital  account.  A  few  years  after,  the  file 
in  question  might  be  taken  out  and  replaced  by  an  up-to-date 
steel  cabinet  or  by  some  other  improvement.  It  is  more  than 
likely  that  the  original  cost  of  the  file  retired  would  not  be 
written  out  of  capital  because  of  the  small  amount  involved  and 
because  of  the  difficulty  in  identifying  it  in  the  account.  The 
result  is  that  the  capital  account  is  loaded  with  a  large  number 
of  small  items  insignificant  in  amount,  some  of  which  do  not 
belong  there. 

Bond  Discount  and  Expense. — In  the  early  classifications 
promulgated  by  the  Commission,  bond  discount  and  expense 
was  charged  to  construction  account.  The  latest  classification, 
however,  recognizes  the  principle  that  bond  discount  is  either 
interest  paid  in  advance  or  a  bonus  offered  as  an  inducement  to 
market  the  bonds.  It  is  now  properly  provided  that  the  bond 
discount  and  expense  be  amortized  over  the  life  of  the  bond  by 
equal  annual  charges  to  income  or,  at  the  option  of  the  carrier, 
in  one  lump  sum  against  surplus.  The  use  of  the  latter  option 
tends  to  injure  the  value  of  the  statistical  comparisons  with 
prior  periods. 
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Replacements. — The  method  of  handling  the  retirement 
and  replacement  of  existing  structures  with  improved  ones  was 
first  to  charge  capital  with  the  excess  of  the  cost  of  the  new 
structure  over  the  cost  to  renew  in  kind.  For  example,  a  new 
station  might  be  proposed  to  be  built  of  stone  to  replace  one  of 
wood,  the  new  station  to  cost  $40,000.  The  old  station,  when 
originally  built,  cost  $2,500,  but  at  present-day  prices  would  cost 
$10,000  to  rebuild  in  kind.  According  to  the  original  instruction, 
$30,000  would  be  chargeable  to  capital  and  $10,000  to  operating 
expenses,  whereas  if  the  same  type  of  station  were  constructed  on 
a  new  site,  the  full  $40,000  could  be  charged  to  capital  expendi- 
ture. The  latest  classification  has  corrected  this  ruling  and  now 
provides  for  writing  out  of  capital  account  the  original  cost 
of  the  old  structure  and  charging  to  capital  account  the  total 
cost  of  the  new  structure. 

The  method  of  handling  rail  and  tie  renewals,  however,  has 
not  been  corrected;  and  it  is  still  provided  that  the  excess  cost  of 
heavier  rails  or  rails  of  improved  types  or  quality  used  for  repairs 
of  tracks,  over  the  cost  to  replace  in  kind  the  rails  removed,  is 
the  most  that  may  be  charged  to  capital.  Similarly  with 
respect  to  ties,  the  classification  provides  that  the  cost  of  all 
tie  renewals,  with  the  exception  of  the  replacement  of  wooden 
ties  with  metal  ties,  is  chargeable  to  operating  expenses. 

Construction  and  Maintenance 

As  is  true  of  all  public  service  corporations,  one  of  the  most 
vital  points  in  auditing  railroad  accounts  is  to  establish  the 
correctness,  or  otherwise,  of  the  apportionment  of  expenditures 
as  between  capital  and  income,  or,  as  it  is  also  termed,  construc- 
tion and  maintenance.  The  true  condition  of  a  company's 
operations  and  finances  has  probably  been  more  often  concealed 
by  either  manipulation  or  lack  of  good  judgment  in  making 
charges  to  capital  accounts  than  in  any  other  one  way.  In  the 
case  of  many  large  railroads  the  auditor's  problem  of  satisfying 
himself  that  the  apportionment  of  expenditures  as  between  con- 
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struction  and  maintenance  has  been  correctly  made,  although 
by  no  means  entirely  solved,  is  somewhat  simplified  by  the  fact 
that  construction  work  is  usually  done  under  a  department  other 
than  the  one  charged  with  ordinary  maintenance  work. 

Traffic  Earnings 

The  prime  consideration  in  connection  with  the  verification 
of  income,  and  the  one  in  which  an  audit  of  railroad  accounts 
differs  from  an  ordinary  audit,  is  the  audit  of  the  traffic  earnings. 
These  fall  into  two  general  classes,  viz.,  freight  and  passenger. 
The  principal  data  from  which  the  traffic  earning  accounts  are 
built  up  are  the  periodical  reports  from  station  agents  of  freight 
received  and  forwarded,  tickets  sold,  etc.  Also  of  importance 
are  reports  from  "foreign"  (other)  roads,  train  conductors' 
reports  of  cash  fares  collected,  car  records  showing  the  movement 
of  cars  out  on  foreign  lines  or  foreign  cars  on  the  company's 
own  lines.  From  the  last-named  records  are  calculated  the 
charges  against  or  credits  accruing  to  foreign  roads  for  equipment 
"away  from  home."  An  important  item  of  indirect  income, 
i.e.,  a  refund  of  expenses  paid  out,  consists  of  the  charges  to 
other  roads  for  repairs  made  to  their  cars  while  in  temporary 
use  by  the  company  whose  accounts  are  being  audited.  Shop 
reports  are  the  usual  basis  for  these  charges. 

Other  earnings  of  considerable  importance  to  some  roads  are 
the  charges  for  the  use  of  joint  terminal  facilities.  In  the  case  of 
other  roads  the  expenditures  for  this  purpose  are  large  enough 
to  warrant  careful  control  and  verification. 

In  the  case  of  large  railroad  systems  it  is  manifestly  impossible 
for  the  professional  auditor  to  examine,  in  any  reasonable  length 
of  time,  all  original  reports  and  other  data  which  form  the  basis 
of  the  traffic  earning  accounts.  Also,  in  view  of  the  fact  that 
almost  every  road  has  a  highly  organized  auditing  department 
whose  duty  it  is  to  conduct  a  continuous  internal  audit,  it  is 
not  necessary  or  even  desirable  that  he  attempt  to  do  so.  The 
system  in  force  should  be  carefully  studied  to  make  sure  that 
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by  its  use  an  efifective  check  on  the  station  agents,  ticket  ofl&ces 
and  others  handling  funds  for  the  company's  account  is  main- 
tained. Sufficient  tests  should  also  be  made  by  comparison  of 
original  reports  with  the  summaries  into  which  their  various 
totals  are  carried,  etc.,  to  assure  the  auditor  that  the  system  is 
being  faithfully  carried  out. 

Balances  Due  from  Agents. — Reports  from  station  agents, 
in  addition  to  forming  the  basis  of  the  traffic  earning  accounts, 
are  of  service  in  certifying  that  asset  appearing  in  the  balance 
sheet  as  "due  from  agents."  Every  agent  makes  a  report,  at 
least  monthly,  of  the  account  between  the  company  and  himself, 
showing  thereon  inter  alia  the  uncollected  freight  bills  and  the 
balance  due  the  company  for  collections  made  but  not  yet 
remitted.  The  balance  due  from  each  agent  per  the  company's 
books  should  be  verified  by  reference  to  the  agent's  last  report. 
Frequently  the  two  are  not  in  exact  agreement,  owing  to  remit- 
tances in  transit,  suspense  items,  etc.  A  reconcilement  of  the 
book  balance  with  the  report  should,  however,  be  in  evidence. 

The  importance  of  verifying  the  balances  purporting  to  be 
due  from  agents  cannot  be  better  emphasized  than  by  referring 
to  a  case  which  received  wide  attention  in  the  newspapers  a  few 
years  ago.  The  treasurer  of  a  constituent  company  of  one  of 
the  largest  systems  in  the  country  confessed  to  having  embezzled 
over  $500,000.  Although  a  full  explanation  of  the  manner  in 
which  the  funds  were  abstracted  and  the  defalcation  concealed  for 
a  p>eriod  of  years  was  never  made  public,  it  was  stated  in  general 
terms  that  the  treasurer  had  tampered  with  the  agents*  ac- 
counts. It  would  certainly  seem  that  if  the  internal  audit  of 
the  agents'  accounts  had  been  intelligently  and  faithfully  con- 
ducted, the  theft  could  not  have  been  concealed  for  any  con- 
siderable length  of  time.  Had  the  accounts  been  periodically 
audited  by  professional  accountants,  the  embezzlement  would 
in  all  likelihood  either  never  have  begun  or  would  have  been 
detected  before  the  amount  had  reached  large  proportions. 
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Depreciation 

With  reference  to  depreciation  charges,  it  may  be  stated 
that  the  Interstate  Commerce  Commission  has  made  them  com- 
pulsory for  equipment,  but  not  for  track  or  structures.  It  is 
still  optional  with  the  railroad  management  whether  or  not  any 
depreciation  at  all  shall  be  charged  for  accruing  renewals  or 
obsolescence  of  track  and  structures. 

The  Pennsylvania  Railroad  Company  sets  aside  for  depre- 
ciation, renewals  and  obsolescence,  3  per  cent  on  freight  cars 
and  4  per  cent  upon  passenger  cars  and  locomotives. 

While  the  railroad  audit  includes  many  other  points,  some 
of  them  of  extreme  importance,  they  are  not  sufficiently  different 
from  those  obtaining  in  other  lines  of  business  to  call  for  special 
treatment  at  this  time. 

Railway  Accounting  Literature 

Valuable  pap>ers  on  steam  railroad  accounts  were  presented 
by  the  late  Professor  Henry  C.  Adams  and  Arthur  W.  Teele, 
C.P.A.,  to  the  Atlantic  City  convention  of  the  American  Asso- 
ciation of  Public  Accountants.  They  are  to  be  found  in  the 
Association's  1908  "Year  Book."  Professor  Adams'  book  on 
American  Railway  Accounting,  published  in  1918,  is  of  special 
interest  because  of  the  quarter  of  a  cientury  of  service  rendered 
by  him  while  in  charge  of  the  statistical  and  accoimting  work 
of  the  Interstate  Commerce  Commission. 

The  following  extract  from  an  article  which  appeared  some 
years  ago  in  a  financial  paper  summarizes  a  number  of  the 
important  points  to  be  covered  in  auditing  railroad  accounts: 

No  one  doubts  that  the  Baltimore  and  Ohio  of  today  is  a  magnificent 
property.  But  that  is  all  the  more  reason  why  it  should  seem  very  strange 
that  some  of  those  who  are  still  in  the  board  should  apparently  have  for- 
gotten the  experience  of  sixteen  years  ago.  Early  in  September  of  1896, 
despite  the  profit  and  loss  surplus  of  $23,737,000  then  existing,  Stephen 
Little  was  employed  to  go  over  the  old  Baltimore  and  Ohio's  books.  Before 
the  end  of  that  month  the  announcement  that  a  receiver  had  been  appointed 
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for  the  company  came  like  a  bolt  out  of  the  blue.    In  his  report  Mr.  Little 
gave  the  following  causes  for  the  Baltimore  and  Ohio's  trouble: 

1.  The  inflation  or  overstatement  of  net  income. 

2.  The  mischarge  of  worn-out  equipment  to  profit  and  loss. 

3.  The  capitalization  of  charges  to  income. 

4.  The  capitalization  of  so-called  improvements  and  betterments  of 

leased  lines. 

5.  The  payment  of  uncalled  dividends. 

6.  The  understatement  of  liabilities,  etc. 

In  England  one  requirement  of  the  Railways  Act  is  that  before 
a  dividend  can  be  paid  auditors  must  certify  the  semiannual 
accounts.  In  recent  years  the  number  of  American  railroads 
having  their  accounts  audited  by  public  accountants  has  con- 
siderably increased.  In  time,  no  doubt,  stockholders  will 
insist  more  firmly  on  an  independent  verification  of  the  accounts 
submitted  by  the  management,  but  progress  in  this  direction 
is  very  slow  indeed, 

ELECTRIC  RAILWAYS 

One  of  the  earliest  attempts  by  an  unofficial  organization  to 
secure  the  adoption  of  a  uniform  system  of  accounts  for  any 
industry  was  made  in  1898,  when  a  committee  of  the  Street 
Railway  Accountants'  Association  of  America  (now  known  as  the 
American  Electric  Railway  Accountants'  Association)  prepared 
a  standard  classification  of  accounts  for  street  railways.  Many 
street  railway  companies  adopted  this  classification,  and  it  was 
also  prescribed  by  the  railroad  commissioners  of  a  number  of 
states  for  use  in  preparing  reports  submitted  by  railways  under 
their  jurisdiction. 

Some  years  ago  the  Interstate  Commerce  Commission  issued 
a  more  elaborate  classification.  As  this  classification  was  devised 
in  consultation  with  the  Railway  Accountants'  Association,  and 
has  since  also  been  made  the  basis  of  classifications  promulgated 
by  state  commissions,  it  has  largely  taken  the  place  of  the 
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earlier  classification,  which  had  done  good  service.  It  should  be 
borne  in  mind  that,  except  in  those  states  in  which  commissions 
having  authority  to  prescribe  accounting  systems  for  public 
utilities  have  adopted  the  Interstate  Commerce  Commission's 
classification,  adoption  of  the  latter's  classification  is  obligatory 
only  on  such  railways  as  do  an  interstate  business. 

Even  in  those  classifications  which  differ  from  that  of  the 
Interstate  Commerce  Commission,  it  will  be  found  that  the 
differences  are  more  frequently  in  details  than  in  essential?. 
The  grouping  of  the  detailed  operating  accounts  is  well-nigh 
universal  into  the  general  classes  of: 

Ways  and  structures 

Equipment 

Power 

Conducting  transportation 

Traflic 

General  and  miscellaneous 

The  auditor  should  familiarize  himself  with  the  classification 
in  use  before  beginning  his  audit. 

Revenue 

The  revenue  of  an  electric  railway  is  largely  on  a  cash  basis, 
the  principal  exceptions  being  sales  of  tickets  to  city  departments 
or  the  post-office  department  or  isolated  cases  of  very  large  ticket 
users  having  recognized  financial  standing,  advertising  in  cars, 
sales  of  scrap  and  other  old  material  and,  in  the  case  of  railways 
carrying  freight,  accounts  with  large  shippers  having  good  credit. 
Traffic  sheets  are  made  up  for  each  day  showing  the  different 
runs  and  the  amount  of  cash  fares,  tickets  and  passes  turned  in 
by  each  conductor.  The  totals  of  these  sheets  should  be  traced 
into  the  cash  book.  The  traffic  sheets  themselves  should  be 
tested  by  comparing  therewith  conductors'  reports  for  days 
in  different  parts  of  the  period  under  review.  A  further  test, 
which  is  of  a  reciprocal  nature,  is  to  compare  the  names  of  con- 
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ductors  on  the  pay-roll  with  the  names  on  the  traffic  sheets  to 
see  that  some  amount  is  entered  on  the  latter  for  each  conductor 
appearing  on  the  pay-roll.  Although  this  comparison  does  not 
establish  the  correctness  of  the  amounts  entered  on  the  traffic 
sheets,  it  results  in  the  detection  of  the  total  omission  of  the 
receipts  of  any  conductor.  On  the  other  hand,  it  reveals  any 
padding  of  the  pay-roll  as  far  as  conductors  are  concerned. 
Indirectly,  it  also  places  a  check  on  the  number  of  motormen 
on  the  pay-roll,  as  these  two  classes  of  carmen  should,  of  course, 
be  in  proper  proportion  to  each  other.  Traffic  receipts  should  be 
in  evidence  for  every  day  in  the  year. 

Receipts  from  ticket  sales  can  frequently  be  verified  in  total 
by  reference  to  the  serial  numbers  of  the  first  and  last  tickets 
sold  during  the  period.  Complications  in  the  shape  of  tickets 
in  the  hands  of  conductors  at  beginning  and  end  of  the  period 
are  sometimes  encountered,  but  these  usually  do  not  interfere 
with  verifying  the  ticket  sales,  at  least  approximately. 

The  earnings  from  advertising  in  cars  and  waiting  rooms 
should  be  verified.  Usually  this  is  not  a  difficult  matter.  More 
often  than  not,  a  contract  for  the  entire  advertising  space  is 
made  with  an  agency  for  a  fixed  sum  per  annum.  Under  such 
circumstances  the  verification  of  the  income  from  this  source 
is  exceedingly  simple. 

Miscellaneous  receipts  from  sales  of  scrap  and  similar  sources 
should  receive  careful  attention.  Since  they  are  received  at 
irregular  times,  failure  to  account  for  them  could  more  easily 
escape  attention  than  in  the  case  of  regular  traffic  receipts.  All 
receipts  of  whatsoever  nature  should  be  deposited  in  bank. 
No  railway  with  a  well-devised  accounting  system  permits  pay- 
ments to  be  made  from  traffic  or  other  receipts. 

The  treatment  of  ticket  sales  in  the  accounts  should  receive 
attention.  Theoretically  the  proceeds  of  tickets  sold  may 
properly  be  included  among  the  traffic  earnings  only  when  the 
tickets  have  been  collected.  Until  that  time  they  should 
appear  to  the  credit  of  an  unearned  or  deferred  income  account, 
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which  is  to  be  included  among  the  liabilities  in  stating  the  balance 
sheets.  As  the  tickets  are  sold,  the  receipts  therefrom  are  cred- 
ited to  the  liability  account  referred  to  and,  at  regular  intervals, 
say,  monthly,  transfers  are  made  therefrom  to  the  credit  of 
earnings  for  the  value  of  the  tickets  collected. 

In  cases  where  the  ticket  sales  form  a  very  small  proportion 
of  the  total  traffic  receipts,  the  outstanding  tickets  are  a  negligible 
quantity  and  no  great  harm  is  done  if  tickets  are  treated  as 
earnings  when  sold.  With  many  companies,  however,  the 
outstanding  tickets  aggregate  large  amounts,  and  it  is  certainly 
not  correct  accounting  to  include  among  the  earnings  cash  re- 
ceived for  service  which  has  not  yet  been  rendered  to  the  com- 
pany's patrons.  Attention  is  also  called  to  the  fact  that  inac- 
curacies in  the  gross  earnings,  due  to  the  inclusion  therein  of 
ticket  sales  before  the  tickets  have  been  used,  are  greatest  for 
some  time  after  forms  of  tickets  or  methods  of  selling  them  have 
been  changed  or  when  special  tickets  are  sold  for  a  limited  period. 

Capital  and  Income 

As  is  to  be  expected,  the  most  important  single  feature  of  the 
audit  of  the  expenditures  is  the  verification  of  the  apjxjrtionment 
between  capital  and  income.  This  is  frequently  a  most  difficult 
matter,  owing  to  the  fact  that  the  nature  of  many  of  the  ex- 
penditures is  identical,  whether  they  be  for  extensions  or  for 
maintenance,  i.e.,  they  will  be  for  materials  and  labor,  and  the 
items  on  their  face  do  not  indicate  conclusively  their  classification. 

If  a  system  of  recording  construction  and  equipment  costs  is 
in  use,  the  auditor  will  be  able  to  satisfy  himself  as  to  the  pro- 
priety of  the  construction  charges  much  more  readily  than  when 
such  records  are  lacking.  Unfortunately  not  all  companies 
have  such  records.  The  keeping  of  them  does  not,  as  a  rule, 
entail  an  undue  amount  of  work,  and,  where  not  already  in 
use,  the  auditor  should  recommend  their  installation.  The 
essentials  are  that  a  separate  account,  usually  in  a  subsidiary 
ledger,  be  opened  for  each  distinctive  piece  of  construction  work 
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undertaken  and  for  each  addition  made  to  the  equipment.  All 
construction  charges  should  find  their  way  into  this  ledger. 
In  the  general  ledger  the  expenditures,  storeroom  charges,  etc., 
should  be  debited  to  a  controlling  account  called,  say,  "construc- 
tion in  progress."  As  a  specific  piece  of  construction  work  is 
completed,  the  total  shown  in  the  account  therefor  in  the  sub- 
sidiary ledger  is  transferred  by  journal  entry  from  the  construc- 
tion in  progress  account  to  the  appropriate  account  or  accounts 
in  the  classification  of  construction  accounts  in  the  general 
books.  Under  this  plan  the  entries  for  charges  to  construction 
accounts  show  what  they  are  really  for  and  what  additions  to 
the  company's  roadway,  structures  or  equipment  have  actually 
been  made.  The  total  of  the  expenditures  made  on  uncom- 
pleted construction  work  appears  on  the  general  ledger  in  the 
construction  in  progress  account,  and  the  details  may  be  referred 
to  in  the  construction  cost  ledger. 

Where  construction  records  have  not  been  kept,  the  auditor 
should  consult  with  the  company's  engineer  and  use  such  other 
means  as  are  available  to  get  definite  information  as  to  just 
what  has  been  accomplished  by  the  expenditures  charged  to 
capital  accounts.  Having  supplemented  in  this  way  the  data 
furnished  by  the  books,  he  must  then  decide  whether  the  com- 
pany was  warranted  in  charging  the  expenditures  against  capital 
rather  than  against  earnings. 

Depreciation 

Depreciation  of  plant — or,  if  the  word  "depreciation"  has 
an  unpleasant  sound,  the  term  "accruing  renewals  and  replace- 
ments" may  be  substituted — is  a  most  important  subject  in 
connection  with  electric  railways.  Up  to  a  few  years  ago 
railway  operators,  and  especially  promoters,  would  not  admit 
that  there  was  any  necessity  whatever  for  the  inclusion  of  depre- 
ciation charges  in  the  operating  accounts.  Their  stock  argu- 
ment was  that  the  franchises  increased  in  value  more  rapidly 
than  the  physical  property  deteriorated,  and  consequently  there 
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was  no  depreciation,  in  the  property  as  a  whole.  The  fact  that 
the  increase  in  franchise  values  would  not  produce  funds  where" 
with  to  make  replacements  when  they  were  finally  needed  was 
ignored.  Since  the  repeated  puncturing  of  this  fallacy  by  the 
bankruptcy  of  companies  which  proceeded  on  such  an  unsound 
basis,  railway  operators  have  reluctantly  come  to  admit  the 
necessity  for  taking  account  of  depreciation;  until  at  the  present 
time  practically  all  engineers  of  high  standing  consider  it  as  an 
operating  expense.  It  is  a  satisfaction  to  realize  that  the  cor- 
rectness of  a  principle  for  which  at  one  time  almost  no  one  but 
accountants  contended  has  at  last  been  recognized.  In  cases 
where  companies  have  not  made  any  allowance  for  accruing 
depreciation,  the  auditor  is  not  warranted  in  giving  a  certificate 
unless  it  contains  a  qualification  plainly  calling  attention  to  the 
omission  of  depreciation  allowances.  Fortunately,  qualified 
certificates  are  becoming  unpopular. 

Replacements 

So-called  reconstruction  expenditures,  when  no  depreciation 
reserve  has  been  provided  against  which  they  can  be  charged, 
sometimes  present  a  perplexing  problem.  Frequentiy  they  are 
the  result  of  the  omission  over  a  period  of  years  to  make  renewals 
as  they  are  needed,  and  thus,  when  extensive  expenditures  for 
the  rehabilitation  of  the  property  finally  become  imperative, 
they  really  represent  an  accumulation  of  long-deferred  mainte- 
nance charges.  It  is  manifestly  unfair  to  charge  the  entire 
amount  of  the  expenditures  against  the  operations  of  the  par- 
ticular year  in  which  they  happen  to  be  made.  On  the  other 
hand,  if  they  are  but  accumulated  maintenance  charges,  the  mere 
size  thereof  does  not  justify  capitalizing  them.  Then,  too,  the 
problem  is  usually  complicated  by  the  fact  that  the  expenditures 
usually  result  in  some  increase  in  the  carrying  capacity  of  the 
road.  The  worn-out  roUing  stock  is  replaced  with  larger  units, 
heavier  rails  are  laid  and  power  plant  equipment  of  increased 
capacity  is  installed. 
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The  proper  treatment  of  reconstruction  charges  is  to  charge 
to  capital  such  part  thereof  as  represents  an  increased  value  in 
the  reconstructed  part  of  the  property  over  the  original  cost  of 
the  property  replaced.  Such  part  of  the  expenditure  as  repre- 
sents a  fair  or  normal  annual  maintenance  charge  should  be 
debited  to  operating.  Such  part  as  represents  the  making  good 
of  neglected  maintenance  applying  to  prior  years  should  be 
treated  as  a  special  charge  against  profit  and  loss. 

When  such  reconstruction  expenditures  are  made  by  a  com- 
pany after  the  purchase  of  a  dilapidated  property,  it  is  assumed 
that  in  fixing  the  purchase  price  allowance  was  made  for  the 
expenditures  required  to  be  made  to  place  the  property  in  good 
operating  condition.  Consequently,  under  such  circumstances, 
the  entire  amount  of  the  reconstruction  expenditures  is  considered 
to  be  a  proper  capital  charge.  Especially  under  such  circum- 
stances is  it  essential  that  depreciation  allowances  be  included 
in  the  accounts.  Otherwise,  with  the  abnormally  low  mainte- 
nance expenditures  which  naturally  follow  during  the  first  few 
years  after  extensive  reconstruction,  the  showing  of  net  earnings 
is  misleading. 

While  the  capitalization  of  reconstruction  charges  by  a 
purchaser  may  have  arguments  to  support  it,  the  facts  are  not 
infrequently  in  conflict  with  the  theory.  In  the  purchase  of 
a  run-down  property  the  prospective  earnings  have  oftentimes 
warranted  a  purchase  price  equal  to  the  investment  in  road  and 
equipment  without  deduction  for  depreciation.  This  is  more 
particularly  noticeable  in  the  case  of  a  lessee,  the  purchase  price 
being  the  guaranteed  rentals.  The  following  situation  is  fre- 
quently found  in  the  case  of  a  street  railway  company :  a  profit- 
ably operated  property  is  leased  to  another  company  at  a  guar- 
anteed rental  which  will  pay  interest  charges  and  a  comfortable 
dividend.  This  in  effect  amounts  to  a  purchase  price  based  on 
the  rental  capitalized  at  a  fair  rate  of  return,  the  result  approxi- 
mately equaling  the  investment.  The  lessee  operates  a  few 
years,  earning  considerably  more  than  its  rentals,  but  providing 
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no  reserve  for  depreciation.  Another  company  takes  over  the 
property,  guaranteeing  the  rentals  and  an  additional  rental  to 
the  previous  lessee.  No  consideration  can  p>ossibly  have  been 
given  to  the  depreciated  condition  of  the  property  in  its  purchase 
price  because  the  capitalized  guaranteed  rental  already  exceeds 
the  investment  in  prop)erty.  A  new  set  of  interests,  if  the  com- 
munity has  development  possibilities,  is  able  to  procure  fimds 
for  rehabiUtation  and  purchases  the  road  by  guaranteeing  another 
additional  rental.  The  cost  of  rehabilitation  is  capitalized  on 
the  theory  that  to  the  last  operator  and  conditional  owner  this 
is  additional  cost.  When  the  costs  of  operation  grow  great  so 
that  the  proverbial  nickel  fare  does  not  cover  them  and  the 
rentals,  it  is  found  that  the  property  is  overcapitalized.  The 
combined  property  accounts  exceed  the  investment  in  road  and 
equipment.  Such  values  as  "going  concern,"  "good-will," 
"superseded  property,"  "cost  of  financing,"  must  be  created 
and  the  physical  property  must  be  valued  at  "reproduction 
cost  new,"  at  current  inflated  prices  in  order  to  establish  a  fair 
value  which  will  keep  the  company  out  of  the  hands  of  the 
receiver;  or,  worse  still,  the  company  goes  into  the  hands  of  the 
receiver. 

It  should  be  borne  in  mind  that  there  is  danger  in  capitalizing 
charges  for  betterments  which  neither  increase  earnings  nor 
decrease  operating  expenses.  On  the  other  hand,  in  view  of 
rate  regulation  it  is  not  safe  to  wipe  off  all  such  exp)enditures. 
The  situation  can  perhaps  best  be  met  by  capitalizing  the  charges 
and  segregating  a  liberal  proportion  of  the  surplus  to  prevent 
the  payment  of  unwarranted  dividends. 

Liability  for  Damages 

The  liability  for  unsettled  damages  to  persons  and  property 
always  needs  to  be  thoroughly  investigated.  In  practically 
all  cases  some  suits  are  found  to  be  imder  way  or  threatened. 
In  addition,  consideration  should  be  given  to  all  accidents  for 
which  releases  have  not  yet  been  obtained,  even  though  suit 
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has  not  been  entered.  Large  companies  have  a  special  claim 
department  from  which  the  desired  information  can  be  obtained; 
for  smaller  companies  a  letter  from  the  company's  attorney 
should  be  obtained  stating  all  unadjusted  claims  and  the  probable 
cost  of  settlement. 

Many  companies  create  an  accident  reserve  by  crediting  to 
such  an  account  and  charging  to  operating  expenses  a  certain 
percentage  of  the  gross  earnings.  Payments  in  settlement  of 
claims  are  charged  against  the  reserve.  This  plan  is  preferable 
to  that  of  charging  accident  payments  directly  to  operating 
expenses,  since  it  equalizes  the  charge  to  successive  fiscal  periods 
and,  if  the  charge  is  ample,  creates  a  reserve  for  those  claims 
which  are  unsettled  at  the  end  of  each  period.  The  plan  must 
be  intelligently  used.  Some  companies  use  too  low  a  percentage 
and  carry  the  resulting  debit  balance  in  the  reserve  account 
along  from  one  period  to  another  as  a  deferred  charge  to  opera- 
tions. Obviously,  payments  for  accidents  occurring  in  one 
period  are  not  of  the  slightest  benefit  to  the  operations  of  a 
future  period,  and  if  a  debit  balance  develops  in  an  accident 
reserve  account,  it  should  be  forthwith  written  off.  Such  a 
condition  is  sometimes  due  to  an  unusually  serious  and  costly 
accident,  which  is  not  likely  to  occur  again  soon,  and  it  may  not 
be  necessary  to  raise  the  percentage  of  gross  earnings  credited 
to  the  accident  reserve.  As  already  stated,  however,  the  over- 
draft in  the  reserve  account  should  be  immediately  written  off, 
as  it  is  not  an  asset  in  any  sense  of  the  word. 

The  New  York  Railways  Company,  even  though  at  present 
in  the  hands  of  a  receiver,  sets  aside  between  7  and  8  per  cent 
of  the  passenger  revenue  for  injury  and  damage  claims  and 
expenses  of  litigation.  It  was  the  company's  conclusion  that  it 
usually  takes  five  years  to  liquidate  and  extinguish  completely 
all  liability  for  accidents  in  a  given  year. 

Interurban  Electric  Railways 

The  development  of  tlie  interurban  electric  railway  field  ha? 
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resulted  in  conditions  which  are  perhaps  more  analogous  to  those 
of  steam  railroads  than  to  those  of  the  city  electric  railway.  With 
considerable  mileage,  a  large  freight  and  express  business,  gradu- 
ated rates  of  fare  for  passenger  traffic,  etc.,  an  efficient  auditing 
department  as  a  part  of  the  company's  organization  is  a  necessity. 
This  department  audits  the  details  of  the  company's  operations 
so  that  the  professional  auditor's  duty  with  respect  to  this  part 
of  the  work  is  ordinarily  limited  to  such  tests  and  investigation 
as  satisfy  him  that  the  prescribed  system  is  being  followed  and 
that  the  client's  interests  are  safeguarded  in  every  way  possible. 

STEAMSHIP  COMPANIES 

The  accounts  of  a  steamship  company  present  problems  of  a 
special  nature  varying  in  complexity  according  to  the  size  of 
the  fleet  and  the  routes  in  which  the  company  operates. 

Where  coastwise  traffic  is  the  chief  source  of  revenue  no 
particular  difficulty  should  be  experienced  in  following  the 
movement  of  vessels  or  in  securing  sufficient  data  to  verify 
satisfactorily  the  revenues  and  expenses,  and  balance  sheet 
items;  but  if  the  company  operates  a  large  fleet  in  all  parts  of 
the  world  the  auditor  will  encounter  some  difficulties,  particu- 
larly in  auditing  expenses  incurred  in  foreign  ports. 

With  the  exception  of  companies  operating  between  adjacent 
ports,  steamship  companies  keep  their  operating  accounts  by 
voyages,  the  classification  of  expenses  depending  to  some 
extent  upon  the  character  of  the  business.  Previous  to  19 11 
there  was  no  recognized  uniform  classification  of  accounts  for 
shipping  companies.  The  Interstate  Commerce  Commission 
now  provides  very  comprehensive  classifications  of  accounts  for 
carriers  by  water  under  its  jurisdiction. 

The  main  sources  of  revenue  are,  of  course,  from  the  trans- 
portation of  freight  and  passengers,  but  there  may  also  be  revenue 
from  charter  hire,  demurrage  and  despatch,  mails,  bridge  tolls, 
bar  and  slop  chest  sales,  operation  of  wharves,  tugs,  etc. 
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Where  the  agent  advances  money  he  usually  secures  himself 
by  a  claim  on  the  ship  or  cargo.  Advances  made  for  the  stores, 
wages,  etc.,  of  a  vessel  are  a  first  lien  on  the  vessel. 

Tonnage  Terms 

There  are  several  terms  in  connection  with  the  tonnage  of 
the  ships  with  which  the  auditor  should  be  familiar.  These 
expressions  are  defined  very  clearly  in  the  paragraphs  quoted 
below  which  were  issued  by  the  United  States  Shipping  Board. 

There  are  five  kinds  of  tonnage  in  use  in  the  shipping  business.  They 
are  deadweight  tonnage,  cargo  tonnage,  gross,  net  and  displacement 
tonnages. 

1 .  Deadweight  Tonnage  expresses  the  number  of  tons  of  2,240  pounds  that 
a  vessel  can  transport  of  cargo,  stores,  and  bunker  fuel.  It  is  the  difference 
between  the  number  of  tons  of  water  a  vessel  displaces  "light"  and  the  num- 
ber of  tons  it  displaces  when  submerged  to  the  "load  water  line."  Dead- 
weight tonnage  is  used  interchangeably  with  deadweight  carrying  capacity. 
A  vessel's  capacity  for  weight  cargo  is  less  than  its  total  deadweight  tonnage. 

2.  Cargo  Tonnage  is  either  "weight"  or  "measurement."  The  weight 
ton  in  the  United  States  and  in  British  countries  is  the  English  long  or  gross 
ton  of  2,240  pounds.  In  France  and  other  countries  having  the  metric 
system  a  weight  ton  is  2,204.6  poimds.  A  "measurement"  ton  is  usually 
40  cubic  feet,  but  in  some  mstances  a  larger  number  of  cubic  feet  is  taken 
for  a  ton.  Most  ocean  package  freight  is  taken  at  weight  or  measurement 
(W/M),  ship's  option. 

3.  Gross  Tonnage  applies  to  vessels,  not  to  cargo.  It  is  determined  by 
dividing  by  100  the  contents,  in  cubic  feet,  of  the  vessel's  closed-in  spaces. 
A  vessel  ton  is  100  cubic  feet.  The  register  of  a  vessel  states  both  gross 
and  net  tonnage. 

4.  Net  Tonnage  is  a  vessel's  gross  tonnage  minus  deductions  of  space 
occupied  by  accommodations  for  crew,  by  machinery  for  navigation,  by  the 
engine  room  and  fuel.  A  vessel's  net  tonnage  expresses  the  space  available 
for  the  accommodation  of  passengers  and  the  stowage  of  cargo.  A  ton  of 
cargo,  in  most  instances,  occupies  less  than  100  cubic  feet;  hence  the 
vessel's  cargo  tonnage  may  exceed  its  net  tonnage,  and,  indeed,  the  toimage 
of  cargo  carried  is  usually  greater  than  the  gross  tonnage. 

5.  Displacement  of  a  vessel  is  the  weight,  in  tons  of  2,240  pounds  of  the 
vessel  and  its  contents.    Displacement  "light"  is  the  weight  of  the  vessel 
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without  stores,  bunker  fuel,  or  cargo.    Displacement  'loaded"  is  the  weight 
of  the  vessel,  plus  cargo,  fuel,  and  stores. 

For  a  modem  freight  steamer  the  following  relative  tonnage  figures 
would  ordinarily  be  approximately  correct: 

Net  tonnage 4,000 

Gross  tonnage 6,000 

Deadweight  carrying  capacity 10,000 

Displacement  loaded,  about i3i3So 

A  vessel's  registered  tonnage,  whether  gross  or  net,  is  practically  the 
same  under  the  American  rules  and  the  Britbh  rules.  When  measured 
according  to  the  Panama  or  Suez  tonnage  rules  most  vessels  have  larger 
gross  and  net  tonnages  than  when  measured  by  British  or  American  national 
rules. 

Freight  Revenue 

Ships'  cargoes  are  made  up  either  from  miscellaneous  shipn 
ments  consigned  to  various  consignees,  termed  "general  cargo," 
or  of  one  commodity,  termed  a  "bulk  cargo." 

In  handling  general  cargo  the  bUl  of  lading  is  the  contract 
under  the  terms  of  which  the  shipment  is  accepted  by  the  carrier 
for  transportation  and  delivery.  It  shows  the  cubic  measure- 
ment and  the  weight  of  the  shipment,  the  freight  rate  and  the 
amount  charged  the  shipper.  Freight  is  assessed  on  either  the 
space  occupied  (40  cubic  feet  to  the  ton)  or  on  the  basis  of  weight 
(2,240  pounds  to  the  ton),  whichever  is  most  advantageous  to 
the  carrier.  The  net  ton  of  2,000  pounds  is  used  for  a  few  com- 
modities. The  ship's  manifest,  containing  an  accurate  list  of 
the  vessel's  entire  cargo,  is  prepared  from  the  bills  of  lading  and 
when  consigned  to  foreign  countries  a  copy  must  be  filed  at  the 
United  States  Ctistom  House  not  later  than  the  day  after  the 
clearance  of  the  vessel  from  port. 

When  an  owner  charters  a  vessel  to  a  shipper,  steamship 
company  or  vessel-operating  concern  of  any  kind,  a  contract 
known  as  a  "charter  party"  is  executed.  This  chartering  of 
a  vessel  to  carry  freight  is  sometimes  referred  to  as  the  "affreight- 
ment"   Two  general  types  of  charters  are  in  use:  time  charters 
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covering  a  specific  period  of  time,  and  trip  charters  covering 
a  single  voyage. 

There  are  also  bare-boat  charters  under  which  the  charterer 
pays  the  owner  a  stipulated  rental  for  the  bare  boat;  that  is, 
the  operator  furnishes  the  crew,  all  stores,  fuel,  insurance,  etc., 
and  makes  the  necessary  running  repairs,  since  he  is  required  to 
return  the  vessel  to  the  owner  at  the  end  of  the  charter  period 
in  as  good  condition  as  when  received  by  him,  except  for  the 
usual  wear  and  tear. 

Bulk  cargoes  are  usually  covered  by  a  trip  charter  party, 
in  addition  to  a  bill  of  lading.  The  latter  shows  the  kind  of  cargo, 
weight,  points  between  which  it  is  to  be  transported,  etc.;  but 
the  provisions  of  the  charter  party  determine  the  relations  of 
the  shipper  and  the  transportation  company  until  an  unqualified 
bill  of  lading  is  issued. 

In  auditing  the  freight  revenue  the  rates  shown  on  the  mani- 
fest should  be  checked  against  the  charter  party,  tariffs  or  other 
authorities  upon  which  they  are  based.  The  extensions  should 
be  verified  and  the  total  revenue  traced  into  the  voyage  account. 

The  correctness  of  the  manifest  may  be  verified  by  comparison 
with  the  bills  of  lading  and  also  with  the  original  records  of  the 
cargo  received  at  the  docks  and  loaded  into  the  vessel,  called  the 
dock  and  tally  sheets. 

The  dock  and  tally  sheets  can  also  be  used  in  verifying  the 
stevedoring  charges  for  loading  and  unloading  cargo.  The  mani- 
fest can  very  rarely  be  used  for  this  purpose,  due  to  the  fact 
that  handling  of  cargo  is  generally  charged  for  at  stevedore's 
option,  which  is  either  weight  or  measurement,  whichever  is 
most  advantageous  to  the  stevedoring  company,  and  seldom 
bears  any  relation  to  weight  or  measurement  as  indicated  by  the 
manifest,  except  possibly  in  the  case  of  bulk  cargoes. 

When  a  charter  party  provides  for  freight  to  be  charged  on 
the  basis  of  out-turn  weight,  the  weight  appearing  on  the 
oflScial  weight  certificate  should  be  compared  with  the  weight  on 
the  freight  bill. 
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Passenger  Revenue 

The  following  documents  are  required  in  auditing  the  passen- 
ger revenue: 

Passenger  list  or  manifest. 

Ticket  sales  report. 

Purser's  ticket  sales  report,  covering  sales  or  exchanges 

made  between  terminals. 
Purser's  stateroom  report,  showing  number  of  rooms  and 

accommodations  occupied. 

The  passenger  list  should  be  examined  to  ascertain  the  number 
of  first-class,  second-class  and  steerage  passengers  transported, 
for  comparison  with  the  ticket  sales  report  and  the  purser's 
reports.  The  rates  charged  for  each  class  of  service  should  be 
verified  by  comparison  with  tariffs  or  other  authority  applicable, 
and  the  total  revenue  should  be  traced  into  the  voyage  account. 

Charter  Hire 

In  addition  to  the  trip  charters  covering  a  single  voyage, 
there  are  also  time  charters  extending  throughout  an  agreed 
period  of  time  or  indicated  number  of  voyages.  A  time  charter 
usually  provides  that  the  vessel  will  be  placed  at  the  disposal 
of  the  charterer  at  a  designated  port;  that  it  will  be  in  fit  condi- 
tion to  receive  cargo,  and  that  it  will,  during  the  life  of  the 
charter,  be  maintained  in  a  seaworthy  condition  and  with  a  full 
complement  of  officers  and  crew.  The  agreement  further  pro- 
vides for  the  division  of  the  expenses  and  responsibility  in  con- 
nection with  the  op>eration  of  the  vessel. 

The  revenue  from  a  time  charter  is  usually  credited  to  charter 
hire  account,  and  before  proceeding  with  the  audit  of  this  account 
the  provisions  of  the  agreement  should  be  carefully  studied, 
particularly  with  reference  to  the  division  of  exp>enses  between 
the  owner  and  the  charterer. 
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Demurrage  and  Despatch 

The  trip  charter  party  usually  provides  for  demurrage  and 
sometimes  for  despatch.  Demurrage  is  the  amoimt  paid  by  the 
charterer  if  loading  or  discharging  is  not  completed  within  a 
specified  number  of  days  after  the  vessel  is  reported  ready  to 
receive  or  discharge  cargo,  or  in  case  loading  or  discharging  does 
not  proceed  at  the  rate  of  an  agreed  number  of  tons  or  other 
ninit  per  day.  Despatch  is  the  amount  paid  by  the  owner  to 
the  charterer  for  time  saved  in  loading  or  discharging.  The  ra*:e 
of  pay  for  demurrage  and  despatch  is  specified  in  the  charter 
party  at  a  stated  amount  per  day  or  hour,  or  per  vessel's  gross 
or  net  registered  ton  per  day  or  portion  thereof. 

The  time  specified  by  a  charter  party  within  which  a  vessel 
is  to  be  loaded  or  discharged  is  known  as  "lay  days,"  and  such 
time  commences  ordinarily  when  the  vessel  is  reported  ready  to 
receive  or  discharge  cargo.  At  the  expiration  of  the  allowed  time, 
if  the  vessel  has  not  completed  loading  or  discharging,  demurrage 
begins  to  accrue,  and  if  completed  prior  to  the  expiration  of  the 
allowed  time,  despatch  would  be  computed  on  the  time  so  saved, 
if  the  charter  party  so  provides.  Lay  days  are  usually  indicated 
in  the  charter  party  as  so  many  running  days  (24  hours),  working 
days,  based  on  the  custom  of  the  port,  or  weather-working  days, 
which  exclude  time  during  which  the  vessel  cannot  work  on  ac- 
count of  adverse  weather  conditions.  Sundays  and  holidays  are 
generally  excepted  in  computing  lay  time,  as  are  also  delays 
due  to  strikes,  or  for  which  the  vessel  is  directly  responsible, 
depending  upon  the  wording  of  the  charter.  Sundays  and 
holidays  are  not  excepted,  however,  after  the  vessel  goes  on 
demurrage,  the  exception  of  such  days  in  the  charter  party 
applying  only  to  the  lay  days. 

There  are  a  number  of  different  methods  of  computing  lay 
days,  demurrage  and  despatch,  according  to  the  form  of  charter. 
The  auditor  should  examine  the  statement  of  lay  days  and 
verify  the  calculation  in  order  to  ascertain  whether  demurrage  has 
been  incurred,  and  if  so,  properly  billed  to  the  charterer,  and  also 
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check  the  amount  of  despatch  if  any  has  been  paid  to  the 
charterer. 

Mail  Revenue 

Revenue  from  the  transportation  of  mail  should  be  checked 
by  comparing  the  rate  shown  on  the  manifest  with  the  govern- 
ment contract  under  which  the  mail  was  transported. 

Bridge  Tolls 

A  charge  at  the  rate  of  i  cent  per  cargo-ton  per  bridge  is 
sometimes  assessed  by  the  owners  against  the  charterers  on 
coastwise  cargoes  destined  to  New  England  ports,  and  is  in  the 
nature  of  additional  freight  to  compensate  the  owner  for  the 
hire  of  tug  boats  employed  to  make  shifts  through  bridge  heads. 
Where  the  charter  party  has  a  provision  of  this  kind  the  itinera- 
ries should  be  checked  to  ascertain  the  number  of  bridges  through 
which  the  vessel  was  sent  and  the  amount  due  the  owner. 

Slop  Chest  Revenue 

The  navigation  laws  of  the  United  States  provide  that  vessels, 
with  the  exception  of  those  engaged  in  the  coastwise,  West 
Indian,  Mexican  or  Central  American  trade,  are  required  to 
be  provided  with  a  full  complement  of  outer,  under  and  oiled 
clothing,  including  boots  or  shoes,  hats  or  caps,  and  everything 
necessary  for  the  wear  of  a  seaman,  and  a  full  supply  of  tobacco 
and  blankets.  This  stock,  known  as  the  "slop  chest,"  may  be 
sold  to  the  seaman  at  a  profit  not  exceeding  10  per  cent  of  the 
wholesale  value  at  the  port  at  which  the  voyage  commenced. 

Disbursements 

In  general,  the  usual  audit  procedure  should  be  followed  in 
auditing  vessel  disbursements.  The  exp>enditures  should  be 
properly  approved  and  they  are  usually  susceptible  of  complete 
verification.  Marine,  and  protection  and  indemnity  insurance 
represents  one  of  the  large  items  of  expense,  and  the  amount 
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should  be  verified  by  comparison  with  the  insurance  policies. 

The  operating  expenses  of  each  vessel  for  the  period  under 
audit  should  be  compared  with  the  operating  expenses  of  pre- 
vious periods,  and  any  large  variations  should  be  investigated. 

The  accountings  rendered  by  masters  and  agents,  particularly 
foreign  agents,  should  be  audited  to  determine  whether  they  have 
properly  accounted  for  advances. 

Masters'  Accoimts 

The  accounts  with  masters  call  for  special  attention.  At 
the  beginning  of  a  voyage  from  the  home  port  the  vessel  is 
usually  fully  stored  and  equipped,  but  during  the  progress  of  a 
voyage  it  sometimes  becomes  necessary  to  purchase  additional 
stores,  particularly  provisions.  The  master  is  provided  with  a 
fund  for  this  purpose  and  for  advances  to  the  crew  at  the  various 
ports  of  call,  and  for  sundry  expenses. 

The  method  of  furnishing  such  funds  varies.  Some  steam- 
ship companies  advance  to  the  master  the  estimated  amount 
of  cash  which  he  will  require  during  the  voyage,  others  provide 
him  with  a  letter  of  credit,  while  still  others  allow  the  master  to 
obtain  advances  from  agents,  giving  them  his  draft  on  the  com- 
pany. Whatever  the  method,  the  master  is  required  to  account 
for  the  advances,  and  his  reports,  together  with  the  supporting 
pay-rolls  and  other  vouchers,  should  be  carefully  checked  in 
addition  to  verifying  all  entries  made  from  such  reports. 

Agents'  Accounts 

When  vessels  call  at  a  port  where  the  steamship  company 
does  not  maintain  a  branch  office  it  is  necessary  to  appoint  an 
agent  to  look  after  the  company's  business.  At  the  time  of  such 
appointment  the  steamship  company  usually  makes  arrange- 
ments to  provide  the  agent  with  funds  to  cover  the  estimated 
disbursements.  This  is  usually  accomplished  by  mailing  a 
cheque  or  cabling  a  remittance  for  the  estimated  amount,  but 
in  some  cases  the  agent  advances  the  funds  and  draws  a  draft 
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on  the  company  for  the  actual  amount  of  the  disbursements. 

Agents  are  usually  compensated  by  including  in  their  dis- 
bursement accounts  a  charge  for  "agency"  or  "attendance" 
fee,  the  amount  varying  according  to  the  nature  of  the  service 
rendered.  The  accountant  of  the  steamship  company  who 
checks  and  passes  upon  such  accounts  should  be  familiar  with 
the  customary  charges  of  the  port  for  pilotage,  towage,  customs 
and  harbor  dues,  stevedoring,  wharfage,  agency  and  other 
port  charges.  If  the  accounts  are  made  up  in  a  foreign  language, 
as  is  often  the  case,  translations  must  be  made  of  each  item  by 
the  steamship  company,  and  the  amounts,  if  in  foreign  currency, 
converted  into  United  States  currency  at  the  rate  of  exchange 
at  which  the  funds  were  advanced  or  payment  made  to  the  agents. 

Schedules  of  customary  port  charges  for  the  various  ports 
visited  by  the  vessel  should  be  on  file  in  the  steamship  company's 
offices,  and  the  auditor  should  compare  the  amounts  paid  to  the 
agents  with  these  schedules,  verify  the  rate  of  exchange  used, 
the  conversion  of  the  totals  of  the  accounts  and  also  see  that  the 
expenditures  have  been  properly  accounted  for  on  the  home  office 
books  by  comparing  the  entries  with  the  agepts'  reports. 

Branch  Office  Accounts 

Both  passenger  and  freight  lines  usually  maintain  their  own 
branch  offices  abroa.d  and  also  at  various  points  in  the  United 
States.  The  branch  offices  are  required  to  submit  periodical 
reports  of  their  operations  to  the  home  office,  and  the  balances 
appearing  upon  these  statements  should  be  reconciled  with  the 
balances  appearing  in  the  home  office  control  accounts,  and  any 
necessary  adjustments  made  or  unidentified  differences  investi- 
gated. The  entries  made  from  these  reports  should  be  verified, 
and  a  test  check  should  be  made  of  the  reports  from  each  branch. 

General 

All  of  the  foregoing  procedure  should  be  varied  according  to 
the  extent  of  and  the  purpose  for  which  the  audit  is  made.     If 
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the  client  is  an  operating  owner,  that  is,  the  owner  of  vessels 
and  operating  them  for  his  own  account,  he  will  be  interested  in 
the  correctness  of  the  work  of  his  own  organization.  If  an  owner 
is  having  an  audit  made  of  the  books  of  another  company  which 
is  operating  his  vessels,  he  will  particularly  want  the  auditor  to 
ascertain  if  the  charges  against  his  vessels  were  made  in  accord- 
ance with  the  provisions  of  the  contract. 

In  the  latter  case  it  is  advisable  to  ascertain  whether  the 
operating  company  owns  or  is  closely  associated  with  the 
companies  performing  the  stevedoring  charged  to  the  vessels 
or  the  docking  companies  whose  berths  are  used  while  the 
vessels  are  in  port.  When  such  is  the  case  particular  attention 
should  be  paid  to  charges  for  stevedoring  and  wharfage. 

As  previously  mentioned,  loading  and  unloading  charges 
can  be  checked  by  means  of  the  dock  and  tally  sheets,  and  any 
other  unusual  charges  should  be  investigated. 

Docking  companies  generally  have  map  records  showing 
chronologically  the  location  of  vessels  in  the  various  berths  and 
these  can  be  checked  against  the  charges  made  for  wharfage 
as  well  as  against  the  vessels'  itineraries. 

When  stevedoring  is  charged  for  on  a  cost-plus  basis,  it  is 
advisable  to  verify  the  rates,  including  those  for  overtime,  used 
in  the  computation  as  invoiced. 

When  the  rates  appear  abnormal,  they  can  be  checked  not 
only  against  the  pay-roll  but  against  the  schedule  of  rates  in 
the  agreements  between  the  stevedoring  companies  and  the 
stevedores'  union. 

Coaling  charges  are  also  worthy  of  investigation.  Coal 
is  delivered  either  t.i.b.  (trimmed  in  bunkers)  or  f.o.b.  from 
lighters.  When  the  invoice  calls  for  deUvery  t.i.b.  it  should 
be  determined  that  no  charges  are  made  for  bunkering. 

If  an  audit  is  instituted  by  an  operator  or  managing  agent  he 
will  expect  the  auditor  to  determine  particularly  that  he  has 
received  credit  for  all  commissions  or  other  compensation  due 
him  according  to  the  provisions  of  the  contract. 
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Under  a  time  charter  basis  the  owner  provides  the  crew,  pays 
their  wages  and  subsistence,  furnishes  all  necessary  stores  (not 
including  fuel,  water,  etc.)  for  operation  of  the  vessel,  insurance 
on  the  hull  and  protection  and  indemnity  insurance  and  main- 
tains the  vessel  in  good  repair.  On  this  basis  the  charterer  is 
mainly  concerned  about  the  profitable  employment  of  the  vessel 
so  as  to  secure  the  greatest  possible  return  in  excess  of  the  charter 
hire. 

Balance  Sheet  Items 

With  the  exception  of  advances  to  masters  and  agents  the 
verification  of  the  assets  and  liabilities  may  usually  be  made 
without  difficulty.  The  advances  to  masters  and  agents  should 
be  stated  on  the  balance  sheet  as  deferred  charges  to  operation 
for  the  reason  that  the  funds  have  been  advanced  for  the  opera- 
tion of  the  vessel  and  therefore  do  not  constitute  current 
assets. 

The  revenues  and  expenses  of  uncompleted  voyages  should 
likewise  be  set  up  on  the  balance  sheet  as  deferred  items  and 
only  the  results  from  completed  voyages  should  be  transferred 
to  the  profit  and  loss  account.  Care  should  be  taken  in  this 
respect  to  set  up  the  necessary  liability  for  expenses  of  completed 
voyages  for  which  invoices  have  not  yet  been  received. 

Depreciation. — The  Interstate  Commerce  Commission's 
regulations  distinctly  require  that  provision  for  depreciation  of 
vessels  shall  be  made.  In  many  cases  in  the  past  it  was  cus- 
tomary not  to  make  provision  for  depreciation.  This  was 
especially  so  with  owners  of  single  ships. 

The  minimum  allowance  for  depreciation  should  be  4  per 
cent  per  annum  on  freight  boats  and  ordinary  passenger  steamers. 
On  modem  boats  of  high  speed  and  expensive  equipment,  5 
p>er  cent  or  more  per  annum  should  be  allowed. 

It  will  be  noted  that  these  rates  do  not  mean  a  life  of  25  years 
and  20  years  respectively,  but  in  the  former  case  16^  years  and 


366  AUDITING— SPECIAL  POINTS 

in  the  latter  case  14  years,  based  on  the  investment  of  the  depre- 
ciation fund  to  yield  5  per  cent  per  annum. 

Insurance. — A  custom  which  has  become  quite  general  is 
that  of  companies  owning  a  large  number  of  vessels  providing 
their  own  insurance  funds  instead  of  placing  all  insurance  with 
underwriting  companies.  In  such  cases  the  amounts  which 
would  be  paid  to  the  insurance  companies  are  set  aside  and  a 
fund  is  created  to  take  care  of  losses  and  damages.  It  is  advis- 
able that  these  amounts  should  be  segregated  from  other  funds 
and  invested  in  securities  which  have  a  ready  market.  All  re- 
pairs and  replacements  which  were  the  result  of  perils  of  the  sea 
and  the  vessel's  proportion  of  general  averages  would  be  paid 
from  this  fund. 

It  is  quite  obvious  that  only  such  companies  as  own  a  large 
number  of  vessels,  and  can  consequently  distribute  the  risk,  are 
really  warranted  in  carrying  any  part  of  their  own  insurance. 
Even  in  such  cases  it  is  universally  recognized  that  at  least  a 
part  of  each  risk  should  be  placed  with  outside  underwriters. 

Even  when  the  risk  is  well  distributed,  it  sometimes  happens 
that  the  amount  of  the  loss  on  a  large  vessel,  in  excess  of  the 
outside  insurance  carried,  will  be  greater  than  the  amount  ac- 
cumulated in  the  company's  own  insurance  fund.  In  such  cases 
the  question  arises  whether  it  is  proper  to  carry  the  debit  balance 
so  created  in  the  insurance  fund  into  the  balance  sheet  as  an 
asset.  It  is  sometimes  argued  that  this  is  legitimate,  especially 
if  the  amount  is  not  so  large  as  to  preclude  the  possibility  of  its 
being  eliminated  by  future  credits  within  a  reasonably  short 
period  of  time.  Such  an  argument  is  fallacious,  however,  because 
the  overdraft  on  the  insurance  fund  has  absolutely  no  value  at 
the  date  of  the  balance  sheet  and  in  no  way  benefits  future 
operations,  which  would  be  the  only  justification  for  entering 
among  the  assets  an  item  which  has  no  present  value.  If  it  is 
desired  to  preserve  the  identity  of  the  insurance  fund,  even 
though  it  has  been  exhausted,  the  proper  procedure  is  to  show 
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the  debit  balance  as  a  deduction  from  the  surplus  or  profit  and 
loss  account  with  an  appropriate  explanation. 

Emergency  Fleet  Corporation  Accounts. — The  United 
States  Shipping  Board  Emergency  Fleet  Corporation  prescribes 
the  following  accounts  to  be  used  by  managing  agents  operating 
its  vessels  under  agency  contracts,  viz.: 

1.  Trust  Fund  Cash 

2.  Petty  Cash 

3.  Accounts  Receivable 

4.  Repairs  and  Betterments 

A.  Maintenance 

B.  Faulty  Construction 

C.  Additional  Permanent  Equipment 

D.  Reconditioning  for  a  Particular  Service 

E.  Accident 

5.  Sub-Agents  Accounts 

6.  E.F.C.  Account  No.  i 

7.  E.F.C.  Account  No.  2 

8.  Operation  of  Vessels  Revenue 

9.  Operation  of  Vessels  Expense 

10.  Items  Suspended  or  Disallowed  by  E.F.C. 

11.  Masters 

12.  Allotments 

13.  Open  Accounts 

14.  Accounts  Payable 

15.  Unclaimed  Wages 

16.  Alien  Income  Tax 

17.  Foreign  Exchange 

18.  Reserves  for  Fixed  Charges 

A.  Depreciation 

B.  Interest 

C.  Marine  Insurance 

D.  Repairs 

E.  Agency  Fee 

F.  Minimum  Compensation 

G.  P.  &  I.  Insurance 

H.  Maintenance  of  Wireless  Equipment 
I.    Rental  of  Submarine  Signal  Apparatus 
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The  account  titles  as  indicated  above  are  self-explanatory,  with 
the  exception  of  the  following : 

lo.  This  account  is  charged  with  all  voyage  disbursements  disallowed  or 
suspended  by  the  Corporation  from  the  accountings  rendered  by  the  agent. 
It  is  credited  when  such  items  are  removed  from  suspense  or  when  the  agent 
reimburses  the  Corporation  for  the  disallowed  items. 

12.  This  account  is  charged  with  payments  made  to  dependents  on 
account  of  their  wages  or  other  persons  designated  by  members  of  the  crews 
of  the  Corporation's  vessels.  Credits  are  made  when  pay-rolls  bearing  the 
aUotors'  names  and  showing  allotment  deduction  are  taken  up  on  the  books. 
This  account  is  to  be  kept  by  voyages. 

13.  This  is  used  as  a  suspense  account  in  which  to  record  all  extra- 
ordinary items  which  cannot  be  immediately  carried  to  the  accounts  to 
which  they  are  distributable,  such  as  the  cost  of  containers  with  refund 
value. 

17.  This  account  is  charged  or  credited  with  any  loss  or  profit  occurring 
due  to  fluctuation  in  the  rate  of  exchange,  if  such  loss  or  profit  cannot  be 
distributed  to  the  particular  vessel  or  voyage  on  which  it  occurred.  The 
account  is  to  be  closed  out  to  the  Corporation  at  the  end  of  each  month. 

18  (E).  This  is  the  fixed  monthly  fee  per  vessel  received  by  the  agent 
from  the  Corporation  under  the  agency  contract. 

(F).  This  is  the  fixed  monthly  minimum  operating  compensation 
which  the  agent  is  entitled  to  under  the  contract. 

(G).  This  covers  protection  and  indemnity  insurance  which  indem- 
nifies the  insured  against  losses  due  to  injury  to  persons,  damage  to  other 
vessels  except  by  collision,  damage  to  docks  and  piers,  damage  to  or  shortage 
of  vessel's  cargo  and  various  other  losses  or  expenses  as  specified  in  the 
covering  policies. 

The  United  States  Shipping  Board  defines  the  accounting 
period  of  a  voyage  as  from  discharge  to  discharge,  i.e.,  a  voyage 
begins  at  the  completion  of  discharge  of  a  cargo  at  a  home  port, 
includes  the  period  intervening  between  that  time  and  the  time 
of  sailing  from  home  port,  the  outward  voyage,  intermediate 
voyages,  if  any,  and  the  homeward  voyage  to  time  of  discharge 
of  cargo  or  ballast  at  home  port. 

The  United  States  Shipping  Board  requires  operators  of  its 
vessels  under  agency  contracts  to  render  accountings  of  voyage 
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revenues  and  expenses  on  prescribed  fonns,  the  accountings 
being  supported  by  complete  revenue  and  expense  documents, 
and  by  an  itinerary  of  the  voyage  which  is  shown  on  one  of  the 
forms.    The  items  of  expense  are  listed  in  detail. 

The  classification  of  operating  accounts  prescribed  by  the 
Interstate  Commerce  Commission  for  carriers  by  water  which 
are  under  its  jurisdiction,  consists  of  the  following  groups  of 
accounts: 

Operating  Revenues 

I.  Revenue  from  transportation 
II.  Revenue  from  operations  other  than  transportation 
ni.  Charter  revenue 

Operating  Expenses 

I.  Maintenance 

A.  Maintenance  of  equipment 

B.  Maintenance  of  terminals 
n.  Traffic  expenses 

III.  Transportation  expenses 

A.  Operation  of  vessels 

B.  Operation  of  terminals 

IV.  General  expenses 
V.  Charter  expenses 


CHAPTER  XVI 

MUNICIPAL 

Before  outlining  the  procedure  which  an  auditor  should  follow 
in  auditing  the  accounts  of  a  municipality,  it  is  well  to  outline 
briefly  the  methods  by  which  cities  are  financed  and  to  say  a  word 
about  municipal  organization. 

Preparation  of  Budget 

A  time-honored  custom  of  municipalities  and  other  govern- 
mental bodies  is  that  no  money  may  be  spent  for  any  purpose 
whatsoever  unless  the  expenditure  has  been  first  authorized. 
This  means  that  revenues  or  other  funds  must  be  appropriated  for 
specific  purposes  by  the  proper  authorities.  The  method  of 
authorizing  expenditures  and  appropriating  funds  is  usually 
provided  for  in  the  city's  charter  or  by  state  laws.  The  usual 
procedure  in  appropriating  revenues  is  somewhat  as  follows: 
Some  time  before  the  beginning  of  the  fiscal  year  the  mayor  or 
chief  financial  officer  requests  the  head  of  each  department, 
bureau  or  office  to  prepare  a  detailed  estimate  of  the  amounts  of 
money  that  he  will  require  to  meet  the  expenditure  of  his  depart- 
ment for  the  ensuing  year.  These  estimates  are  usually  collated 
by  the  chief  financial  officer.  In  some  cities  they  are  examined 
by  comparison  with  departmental  records,  as  they  should  be, 
but  in  most  cases  they  are  not.  The  financial  officer  also  pre- 
pares an  estimate  of  the  revenues  from  sources  other  than  general 
taxes  that-  will  probably  be  received  during  the  ensuing  year, 
basing  the  estimate  on  the  experience  of  previous  years.  These 
estimates  of  expenditures  and  revenues,  which  constitute  what 
is  coming  to  be  called  the  "tentative  budget,"  are  then  submitted 
to  the  council,  board  of  commissioners  or  other  authorizing 
body  for  action. 
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Since  the  auditor  may  be  engaged  to  assist  in  the  preparation 
of  a  budget  or  to  prepare  forms  for  the  initial  budget,  there  is 
reproduced  on  pages  373  and  374  the  summary  of  the  budget  of 
the  Board  of  Education  of  Pittsburgh,  Pa. 

Fixing  the  Tax  Rate 

After  the  amount  which  is  to  be  authorized  for  expenditure 
has  been  ascertained,  the  amount  of  estimated  revenues  is 
deducted  therefrom  in  order  to  determine  what  amount  must  be 
raised  by  general  taxation.  This  amount,  divided  by  the  total 
assessed  valuation  of  prop>erty,  gives  the  tax  rate. 

Authorization  of  Expenditures 

These  facts  having  been  determined,  they  are  embodied 
in  an  ordinance,  usually  called  the  "budget  ordinance"  or 
"appropriation  bill,"  which  is  voted  by  the  appropriating  body. 
The  charters  of  most  cities  provide  that  the  ordinance  shall  be 
approved  by  the  mayor. 

The  funds  thus  appropriated  usually  provide  only  for  rtieeting 
the  current  operating  and  maintenance  expenses  of  the  city,  for 
interest  on  bonded  or  other  debt  and  for  retiring  bonds  during 
the  year  or  for  additions  to  sinking  funds  for  later  maturities. 
Funds  for  permanent  improvements  and  other  property  which 
has  a  continuing  value  are  generally  raised  by  selling  bonds 
which  in  most  cases  run  for  a  long  term  of  years.  There  is  a 
growing  tendency  to  issue  serial  bonds  which  have  annual 
maturities  over  a  period  of  years.  These  bond  issues  must  be 
authorized  by  the  appropriating  body,  and  sometimes  action 
by  the  state  legislature  is  necessary.  Funds  so  raised  must 
also  be  appropriated  for  the  specific  purpose  for  which  they  were 
issued. 

All  amounts  appropriated  are  represented  by  accounts  in 
the  books  of  account,  and  all  amounts  payable  therefrom  are 
charged  to  them.  The  auditor  should  have  a  copy  of  the  city 
charter  at  hand,  and  before  proceeding  with  the  audit  should 
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acquaint  himself  with  the  provisions  relating  to  finances  and 
accounts. 

Business  Departments  of  a  City 

All  cities  except  the  very  small  ones  have  a  finance  depart- 
ment and  a  treasury  department,  which  together  handle  the 
general  financial  business  of  the  city  as  a  whole.  The  most 
important  of  these  is  the  finance  department.  This  is,  or  should 
be,  the  central  office  of  financial  and  accounting  control.  The 
official  in  charge  is  sometimes  called  "comptroller,"  sometimes 
"auditor."  In  commission  cities  he  is  called  the  "commissioner 
of  finance,"  and  in  the  very  small  cities  the  functions  of  the  office 
are  performed  by  the  city  clerk.  He  keeps  all  the  general 
accounts  of  the  city,  audits  all  claims  against  the  city  for  pay- 
ment and  performs  such  other  duties  pertaining  to  the  finances 
of  the  city  as  may  be  specified  in  the  city  charter.  He  is  usually 
an  elected  officer. 

The  treasurer  is  sometimes  elected,  but  more  frequently 
he  is  appointed  by  the  mayor  or  the  council.  He  is  custodian 
of  the  city  funds,  receives  all  revenues  and  pays  all  claims 
against  the  city  on  the  order  or  warrant  of  the  chief  financial 
officer.  His  accounts  should  be  under  the  accounting  control 
of  the  finance  officer,  although  in  some  instances  this  control 
exists  in  name  only.  In  very  small  municipalities  the  treasurer 
frequently  keeps  all  of  the  books. 

The  various  operating  departments  are  managed  by  officers, 
usually  called  either  "commissioners"  or  "directors,"  appointed 
in  most  cities  by  the  mayor.  Those  common  to  nearly  all  cities 
are  the  health,  public  safety,  public  works,  education  and 
public  charities  departments.  There  are  frequently  depart- 
ments for  other  functions,  according  to  circumstances.  The 
bulk  of  expenditures  is  incurred  by  these  departments.  Usually 
each  has  its  own  purchasing  agent,  although  a  few  cities  have 
central  purchasing  departments.  Most  cities  endeavor  to 
make  their  purchases  chiefly  by  letting  contracts,  though  in 
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practice  it  is  found  necessary  to  make  many  purchases  in  the 
open  market. 

Invoices  and  pay-rolls  are  usually  prepared  for  payment  on 
vouchers  which  are  certified  by  department  heads  and  their 
subordinates  and  submitted  to  the  financial  officer  for  audit 
and  payment. 

Sources  of  Revenue 

The  chief  source  of  revenue  of  cities  is  the  general  tax  levied 
annually  on  the  taxable  real  and  personal  proi>erty  within 
the  city.  There  are  many  other  sources  of  revenue,  among 
which  may  be  mentioned  the  following: 

Water  rates 

Excise  taxes 

Franchises 

Licenses 

Permits 

Privileges 

Rents 

Market  fees 

Market  rents 

ToUs 

Fees 

Court  fines  and  penalties 

Court  costs  and  fees 

Sale  of  old  material 

Interest 

Control  of  Receipts  and  Expenditures 

The  general  theory  of  control  over  city  revenue  is  that  for 
all  moneys  paid  into  the  city  treasury  there  shall  be  an  inde- 
pendent report  made  by  the  collecting  office  to  the  financial 
officer,  from  which  he  can  build  up  a  record  of  cash  receipts  for 
the  purpose  of  establishing  a  controlling  account  against  the 
treasurer.    The  means  of  control  over  cash  payments  made  by 
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the  treasurer  originates  with  the  financial  officer,  since  it  is 
only  upon  the  order  or  warrant  of  the  latter  that  the  treasurer 
can  pay  out  money.  The  treasurer's  cash  account  can  be  recon- 
ciled with  the  comptroller's  cash  account  by  taking  account  of 
the  warrants  not  yet  paid  by  the  treasurer's  cheques.  In  many 
cases,  however,  the  treasurer  draws  cheques  on  the  same  day  on 
which  the  warrants  are  drawn,  so  that  his  cash  account  is,  or 
should  be,  always  in  agreement  with  the  financial  officer's 
account. 

Few  cities  have  adopted  methods  by  which  control  may  be 
established  over  the  amount  of  revenues  which  accrue  and  will 
be  collected  during  the  fiscal  year.  This  can  be  done  as  a  rule 
by  the  use  of  controlled  financial  stationery!  issued  to  collecting 
ofl&ces  by  the  chief  financial  officer.  This  stationery  should  be 
so  manufactured  as  to  be  difficult  to  imitate,  and  should  be 
numbered  and  charged  to  the  collecting  agents,  who  must 
account  for  it  either  in  money  or  unused  forms. 

A  good  accounting  system  should  provide  for  daily  and 
monthly  reports  of  collection,  the  daily  reports  to  the  financial 
officer  to  be  accompanied  by  carbon  copies  of  the  receipts 
issued  by  the  collecting  agents.  At  the  same  time  daily  reports 
of  collections  are  made  to  the  treasurer,  who,  after  making  the 
necessary  entries  in  his  books,  acknowledges  the  receipt  of  the 
cash  on  the  reports  and  transmits  them  to  the  finance  officer. 
The  latter  audits  the  treasurer's  reports  by  means  of  the  col- 
lecting agents'  reports  and  the  carbon  copies  above  referred  to, 
thus  establishing  a  current  control  over  the  accuracy  and  com- 
pleteness of  the  revenues  reported  as  received  by  the  treasurer. 
By  this  means,  also,  a  partial  control  is  maintained  over  the 
various  collecting  agents^  which  control  should  be  supplemented 
by  field  investigations  of  the  accounts  and  records  of  these 
agents,  and  by  investigation  of  any  independent  sources  of  in- 


•  This  is  similar  in  fonn  to  the  money  orders  used  by  the  post-office  department.  The 
cutting  of  the  dollars  and  cents  on  the  margin  controls  the  amount  to  be  accounted  for  by  the 
receiving  clerk.     The  unused  portion  of  each  piece  of  stationery  is  preserved  as  a  voucher. 
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formation,  the  nature  of  which  depends  on  the  kind  of  revenue 
collected  by  any  particular  collecting  agent.  For  example, 
licenses  to  operate  public  billiard  halls,  pawnshops,  etc.,  may 
be  authorized  by  a  department  or  board  and  the  revenue  collected 
by  another  department  or  ofl5ce.  Current  repK)rts  from  such 
authorizing  department  or  board  and  inspection  reports  from 
the  police  department  tend  to  establish  an  effective  control  over 
revenue  from  such  sources  and  also  to  determine  whether  all 
revenue  of  this  nature  which  should  have  been  collected  has 
been  deposited  with  the  city  treasurer. 

The  accounting  methods  of  most  municipalities  are  crude 
and  archaic,  few  of  them  having  kept  pace  with  the  modern 
improvements  in  accounting  practice.  Their  bookkeeping 
consists  mainly  of  accounts  showing  the  condition  of  appropria- 
tion accounts  and  the  inflow  and  outgo  of  cash.  Accounts  on 
the  basis  of  revenue  accrued  and  expenses  incurred  are  the 
exception,  and  accounts  showing  assets  such  as  taxes  and 
other  revenue  receivable,  stores,  equipment  and  other  permanent 
properties,  are  either  not  understood  or  are  considered  wholly 
superfluous  by  many  cities. 

Periodical  Examinations 

The  following  extract  from  "Short  Talks  on  Municipal 
Accounting  and  Reporting,"  issued  by  the  Metz  Fund,  August 
15,  1912,  is  still  of  interest: 

As  a  means  of  insuring  continuous  conformity  to  the  authorized  pro- 
cedure, it  is  a  good  plan  to  have  the  accounts  audited  and  the  procedure 
inspected  periodically,  once  or  twice  a  year,  by  a  competent  representative 
of  the  comptroller's  office,  or,  if  necessary,  by  an  outside  accountant.  In 
addition  to  establishing  the  integrity  of  the  accounts  (if  they  are  correct), 
such  an  inspection  will  determine  not  only  whether  the  procedure  is  being 
scrupulously  followed,  but  will  afford  the  examining  accountant  an  opp>or- 
tunity  to  suggest  modifications  or  improvements  which  may  be  needed 
as  conditions  change  with  the  lapse  of  time. 

In  this  relation  it  may  be  of  interest  to  quote  from  a  letter  received  by 
the  Metz  Fund  from  the  comptroller  of  a  large  New  England  city.    He 
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writes:  "We  are  having  an  audit  conducted  in  this  city  of  the  comptroller's 
records  and  of  other  department  records  in  so  far  as  they  relate  to  the 
comptroller's  records.  Some  criticism  has  arisen  as  to  the  need  of  such  a 
step,  some  maintaining  that  it  is  an  audit  of  the  auditor  and  that  there 
should  be  no  need  for  such  a  proceeding.  While  I  do  not  expect  you  to 
decide  a  controversy,  yet  I  consider  that  a  talk  oh  such  a  subject  would  be  of 
interest  to  citizens  and  officials  throughout  the  country." 

It  is  true  that  many  persons  not  concerned  with  the  active  management 
of  business  do  not  see  the  necessity  of  an  independent  audit  made  by  an 
outsider.  But  the  experience  of  thousands  of  enterprises  has  so  conclusively 
demonstrated  the  wisdom  of  such  a  procedure  that  the  subject  is  no  longer 
debatable.  A  large  proportion  of  well-conducted  private  concerns,  even 
though  their  regular  office  staff  includes  an  auditor  or  a  comptroller,  have 
periodical  examinations  of  their  accounts  made  by  professional  auditors, 
and  the  proportion  is  constantly  increasing.  They  have  learned  that  the 
moral  effect  of  an  audit  on  the  office  staff  is  salutary;  that  many  a  man  who, 
if  left  to  his  own  devices,  might  misappropriate  funds  and  falsify  the 
accounts  to  conceal  the  misappropriation,  would  absolutely  be  deterred  from 
so  doing  if  he  knew  that  an  audit  of  the  accounts  would  be  made  which  would 
mean  exposure.  Even  the  employee  who  does  not  have  the  handling  of 
funds  will  do  his  work  better  if  he  knows  that  he  may  be  criticised  by  an 
outsider. 

The  inside  auditor,  from  too  close  contact,  loses  his  ability  as  well  as 
his  disposition  to  criticise,  hence  the  outside  auditor  is  needed  to  supply  this 
deficiency.  The  professional  accountant,  moreover,  by  reason  of  his  contact 
with  the  afifairs  and  problems  of  many  widely  different  concerns,  is  in  a 
position  to  make  valuable  suggestions  as  to  the  accounting  methods, 
organization,  and  business  policies  of  his  client,  and  such  service  has  fre- 
quently bridged  the  gap  between  failure  and  success.  The  need  for  indepen- 
dent audits  is  even  greater  in  public  business,  where  tenures  of  office  are 
frequently  of  short  duration  and  where  there  are  not  the  same  influences  at 
work  which  make  for  strict  accountability  in  private  business.  There  is  no 
reason  why  systematic  audits  of  municipal  accounts  should  not  be  made  by 
a  properly  equipped  state  department. 

Audit  of  Revenue 

The  auditor  should  carefully  examine  the  method  of  con- 
trol over  the  revenues,  and  if  it  is  adequate  in  principle,  he 
should  make  tests  to  satisfy  himself  that  all  the  revenue  to  which 
the  city  is  entitled  has  been  accounted  for.     If  the  method  of 
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internal  check  does  not  sufficiently  safeguard  the  city's  interests, 
his  judgment  must  be  guided  by  circumstances.  He  must 
adopt  such  a  procedure  as  is  necessary  to  satisfy  himself  that  the 
cash  turned  in  is  the  amount  collected,  and  that  the  amount 
collected  is  the  entire  amount  to  which  the  city  is  by  rights 
entitled. 

Taxes 

Since  general  taxes  constitute  the  major  portion  of  the 
revenues,  he  should  pay  particular  attention  to  the  method  of 
accounting  for  them.  He  should  examine  the  resolutions  or 
ordinances  levying  the  tax  to  assure  himself  that  the  proper 
rate  has  been  appUed  and  that  it  is  within  the  statutory  limita- 
tions. He  should  ascertain  whether  the  uncollected  taxes  re- 
corded on  the  tax  rolls  agree  with  the  summary  or  controlling 
account  in  the  general  ledger.  He  should  see  that  abatements 
made  are  authorized  and  should  make  tests  to  ascertain  that  the 
proper  amount  of  interest  and  penalties  has  been  collected  on 
past-due  taxes.  He  should  notice  whether  alterations  have  been 
made  in  tax  assessments  in  the  tax  roll  and  should  make  sure 
that  all  alterations  are  authorized. 

If  the  collector  of  taxes  receives  a  fee  for  his  services,  the 
auditor  should  examine  the  amount  of  the  payments  to  the 
collector  for  fees.  It  may  be  found  that  the  collector  receives 
a  salary  in  addition  to  the  fees.  In  this  case  the  statutes  should 
support  the  payment  of  both  the  salary  and  the  fees  to  the  tax 
collectors  since  usually,  where  a  salary  is  provided,  fees  are 
prohibited. 

The  laws  of  most  states  provide  that  when  taxes  are  in 
arrears  a  certain  length  of  time,  the  tax  liens  (in  some  cases 
the  property  itself)  shcdl  be  sold  by  the  city  to  indemnify  it 
for  the  taxes  which  remain  unpaid.  The  auditor  should  make 
a  careful  note  of  all  taxes  in  arrears  in  respect  of  which  the 
city  has  not  availed  itself  of  its  prerogative  thus  to  indenmify 
itself. 
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Assessments 

Assessments  due  the  city  for  improvements,  such  as  sewers, 
grading  and  paving  streets,  etc.,  benefiting  particular  properties, 
should  also  receive  attention.  In  most  cases  the  city  undertakes 
these  improvements,  financing  them  by  borrowing  on  public 
improvement  or  assessment  bonds  and  then  assessing  the  prop- 
erty benefited  to  recover  the  amount  spent.  Frequently  the 
city  bears  a  percentage  of  the  cost.  The  auditor  should  look 
into  the  condition  of  assessments  levied  to  see  that  they  are  ac- 
counted for  in  cash  or  accounts  due,  and  whether  the  conditions 
attaching  to  the  assessments  are  being  complied  with,  such  as 
the  payment  of  principal  within  a  stated  period,  interest, 
penalties,  etc. 

Rents  and  Franchises 

The  auditor  should  see  that  rents  for  all  properties  of  which 
the  city  is  lessor  and  the  income  from  all  franchises  granted 
by  the  city  have  been  accounted  for. 

Audit  of  Outstanding  Accounts 

The  general  theory  of  verifying  accounts  receivable  by  send- 
ing confirmatory  statements  to  debtors  may  properly  be  applied 
in  the  audit  of  municipal  accounts.  Such  a  plan  is  particularly 
Useful  in  verifying  unpaid  taxes,  and  in  many  cases  would  prob- 
ably be  fruitful  of  results,  although  there  will  probably  be  some- 
what more  difficulty  in  reaching  persons  so  indebted  than  ordi- 
nary trade  debtors.  Accounts  representing  past-due  taxes  and 
assessments  should  be  represented  by  liens.  The  auditor  should 
verify  the  status  of  these  liens. 

Audit  of  Property  and  Equipment 

The  auditor  should  not  neglect  to  audit  the  property  and 
equipment  held  by  the  municipality.  In  many  cities  inventories 
are  kept  of  the  property  and  equipment,  and  it  is  a  simple  matter 
to  see  that  the  additions  are  properly  recorded  and  also  to  ascer- 
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tain  whether  the  deductions  represent  property  sold,  junked  or 
condemned.  It  has  been  said  that  in  a  large  eastern  city  a  steam 
yacht  worth  $10,000  was  stolen  and  never  recovered;  in  another 
city  an  automobile  disappeared  mysteriously.  If  the  city  prop- 
erty is  not  completely  inventoried  it  is  the  auditor's  duty  to 
see  that  no  time  is  lost  in  doing  so. 

Audit  of  Expenditures 

The  method  of  internal  audit  of  claims  against  the  city  should 
be  carefully  inspected.  All  vouchers  should  be  approved  by 
the  heads  of  departments  in  which  they  originate  and  should 
be  certified  by  the  subordinates  who  have  knowledge  of  the  facts 
as  to  delivery  of  goods  or  performance  of  services,  quality,  prices, 
correctness  of  calculations,  etc.  If  vouchers  are  by  law  required 
to  be  approved  by  the  council  or  a  council  committee,  or  if  the 
amount  of  purchases  on  open-market  order  are  regulated  by 
ordinance,  the  auditor  should  see  that  the  law  has  been  complied 
with.  Payments  of  an  unusual  character,  such  as  judgments, 
damage  claims,  etc.,  should  be  carefully  scrutini2ed.  Particular 
attention  should  be  paid  to  pay-roll  vouchers  to  see  that  they  are 
not  "padded."  Usually  the  salaries  and  number  of  incumbents 
of  all  positions  other  than  those  of  laborers  are  fixed  by  the 
council.  Tests  may  be  made  by  reference  to  the  council's 
resolutions  relating  to  these  matters.  If  a  civil  service  law  is  in 
operation  the  financial  oflScer  will  probably  have  a  record, 
furnished  by  the  civil  service  commission,  of  all  confirmations 
of  appointments  of  city  employees.  Reference  to  such  record 
should  be  made  in  verifying  pay-rolls.  Payments  of  bonds  and 
bond  interest  should  be  carefully  scrutinized  and  audited  by 
reference  to  canceled  coupons  and  bonds,  or,  in  the  case  of  interest 
on  registered  bonds,  to  the  record  of  bonds  outstanding. 

Tests  of  prices  paid  for  supplies,  particularly  those  used  in 
large  quantities,  such  as  coal,  forage,  etc.,  often  reveal  improper 
methods  of  administration.  For  example,  it  is  sometimes 
found  that  one  department  buys  coal  at  one  price  and  that 
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another  department  pays  the  same  contractor  considerably- 
more  for  the  same  kind  of  coal  at  the  same  season  of  the  year. 
The  charters  or  ordinances  of  most  cities  fix  the  maximum 
amount  which  may  be  purchased  on  open  order,  requiring  that 
purchases  exceeding  this  limit  be  made  by  public  letting  of 
contracts.  This  rule  is  frequently  violated  by  "splitting"  orders 
among  favored  dealers,  keeping  each  order  within  the  lawful 
limit,  the  result  of  which  is  that  the  city  pays  very  much  higher 
prices  than  it  would  have  to  pay  if  it  obtained  competitive  bids. 

In  testing  prices  paid  for  supplies,  it  may  be  found  that  the 
question  of  standardization  of  supplies  has  received  only  casual 
attention  by  those  officials  responsible  for  it.  This  question 
is  of  vital  importance  where  supplies  are  purchased  on  bid 
schedules.  The  incomplete  or  inaccurate  descriptions  of  articles 
of  supply  on  such  schedules  discourage  many  business  concerns 
from  competing  for  municipal  contracts  to  the  material  loss  of 
the  government.  Every  article  used  is  capable  of  full  descrip- 
tion in  terms  known  and  used  in  the  trade  and  which  leave  noth- 
ing to  the  imagination  as  to  what  article  is  desired  by  the  city. 
An  efficient  inspection  service,  however,  is  necessary  to  see  that 
contractors  live  up  to  the  terms  of  their  contracts.  Otherwise 
the  value  of  adequate  supply  schedules  and  bid  sheets  would  be 
materially  lessened. 

Since  expenditures  can  be  made  only  from  appropriated 
funds,  the  auditor  should  see  that  claims  have  been  charged  to 
the  proper  appropriation  accounts.  He  should  see  also  that 
claims  paid  from  current  year  appropriations  were  incurred  in 
that  year  or,  if  incurred  in  a  prior  year,  that  they  have  been 
charged  to  deficiency  appropriations  provided  for  the  purpose. 
Usually  deficiency  appropriations  are  provided  for  unpaid 
claims  of  the  previous  year.  Usually  the  claims  for  which  no 
balances  may  be  available  in  an  appropriation  arise  toward  the 
end  of  a  fiscal  year  and  are  held  in  abeyance  pending  action  by 
the  financial  or  legislative  body  to  make  provision  for  their 
payment,  according  to  the  requirement  of  the  organic  act.     li 
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not  SO  provided  for,  such  claims  may  have  been  charged  illegally 
to  the  regular  appropriations  of  the  current  year.  The  auditor 
should  report  all  appropriations  which  have  been  overdrawn. 

Sinking  Funds 

The  adequacy  of  sinking  fund  provisions  should  have  careful 
consideration.  It  is  astonishing  how  many  cities  fail  to  lay 
aside  regularly  money  which  will  accumulate  and  be  sufl&cient 
and  available  to  pay  off  bond  obligations  at  maturity.  In  order 
that  the  burdens  growing  out  of  the  acquisition  of  properties 
of  a  more  or  less  permanent  character  may  be  to  some  extent 
distributed  over  a  period  of  years,  cities  finance  these  acquisitions 
by  issuing  long-term  bonds,  the  plan  being  to  raise  by  taxation 
and  set  aside  each  year  in  a  sinking  fund  an  amount  which,  with 
interest  accretions,  will  be  sufficient  to  retire  the  bonds  at 
maturity.  Rarely  are  these  yearly  sinking  fund  instalments 
computed  correctly;  indeed,  in  some  instances  they  are  not 
raised  at  all. 

In  some  states  the  amounts  which  cities  are  required  to 
pay  into  sinking  funds  yearly  are  fixed  by  law,  a  certain  per- 
centage of  the  total  issue  of  bonds  being  specified,  while  the 
charters  of  some  cities  provide  that  revenues  from  certain  sources 
shall  be  turned  into  the  sinking  fund.  Sometimes  this  causes  the 
sinking  funds  to  be  in  excess  of  requirements,  which  means  that 
taxpayers  are  bearing  a  heavier  burden  than  is  necessary. 
Sinking  fund  requirements  should  be  computed  on  the  basis  of 
actuarial  tables,  and  a  reserve  should  be  built  up  by  additions 
each  year,  which  will  at  all  times  show  what  should  be  in  the 
sinking  funds  to  date.  The  auditor  should  ascertain  whether 
the  amounts  in  the  sinking  funds  in  cash  and  securities  equal 
the  actuarial  reserve.  If  there  is  a  deficit  he  should  call  particu- 
lar attention  to  the  fact.  When  verifying  the  securities  held 
by  the  sinking  fund  commission,  it  should  be  observed  whether 
the  securities  are  of  the  ty]>e  required  for  such  purposes  and  of 
the  kind  authorized  by  local  statutes. 
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Debt  Limit 

The  amount  of  funded  debt  which  a  municipality  may  incur 
is  usually  limited  by  statute.  Bond  issues  for  certain  specified 
objects  may  be  exempted  by  statute  in  determining  the  debt 
limit  and  a  limit  may  be  placed  by  law  on  the  specified  objects 
exempted  in  the  calculations  of  the  general  debt  limit.  These 
matters  should  receive  the  close  attention  of  the  auditor  in  any 
examination  of  the  financial  affairs  of  a  municipality. 

Mtinicipal  Costs 

The  question  of  costs  in  municipal  accounting  is  quite  as 
important  as  costs  in  commercial  accounting.  There  are 
many  branches  of  government  wherein  unit  costs  are  the  only 
practical  index  of  efficient  management.  This  is  true  with 
respect  to  public  institutions,  highway  construction  and  repair, 
street  cleaning,  public  health  service,  etc. 

The  extent  to  which  an  auditor  should  devote  attention  to 
unit  cost  records  depends  largely  on  the  terms  of  his  engagement. 
It  may  be  found  necessary,  however,  in  any  extensive  inquiry 
into  the  financial  condition  of  a  municipality,  for  the  auditor 
to  compile  detailed  cost  data  of  various  municipal  activities  in 
support  of  general  statements  of  fact,  particularly  of  such  public 
services  as  water  supply,  street  construction,  municipal  incinera- 
tors, etc.  In  such  cases  recourse  must  be  had  to  the  records  of 
individual  departments  because  usually  the  central  accounting 
office  of  the  city  does  not  have  such  data  available  for  the 
purpose. 

Financial  Statements 

The  financial  condition  of  a  municipality  is  more  easily 
understood  if  its  transactions  are  summarized  according  to  the 
several  groups  into  which  they  naturally  fall  and  if  financial 
statements  are  prepared  accordingly. 

The  accounts  growing  out  of  the  raising  of  current  revenues 
and  the  incurring  of  liabiUties  to  meet  current  operating  and 
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maintenance  exp>enses  constitute  the  general  account,  or  the 
general  fund,  as  it  is  frequently  called.  At  the  end  of  the 
fiscal  period  these  transactions  are  reflected  in  a  balance  sheet 
of  the  general  account  and  a  statement  of  revenues  and  expenses. 
The  assets  and  liabilities  of  the  general  account  may  thus  be 
related  to  a  statement  of  revenues  and  expenses,  as  in  any  private 
business.  The  principal  items  of  assets  are  cash,  taxes  and 
miscellaneous  revenues  receivable,  stores,  work  in  progress  and 
prepaid  expenses.  The  principal  liabilities  are  invoices  and 
pay-rolls  payable,  vouchers  and  warrants  payable  and  temporary 
loans  made  in  anticipation  of  the  collection  of  taxes  and  other 
revenues. 

The  second  natural  division  or  group  has  to  do  with  the 
permanent  properties  and  equipment  of  a  city,  construction  and 
improvements  in  progress,  including  assessments  levied  against 
property  owners  who  are  benefited  by  improvements.  The 
liabilities  relating  to  this  group  are  invoices  and  pay-rolls  pay- 
able, assessment  or  special  improvement  bonds  and  funded 
debt.    These  constitute  the  capit£il  account  balance  sheet. 

The  third  natural  division  has  to  do  with  the  funds  and 
properties  held  in  trust  by  the  city,  such  as  intestate  estates, 
bequests,  security  deposits,  pension  funds,  etc.  The  condition 
of  these  trusts  is  shown  in  a  trust  fund  balance  sheet. 

The  fourth  group  comprises  the  appropriation  fund  accounts, 
which  are  set  forth  in  a  fund  balance  sheet.  These  show  the 
condition  of  appropriated  funds  and  the  contingent  liabilities 
of  the  city  on  contracts  and  op>en  orders,  the  latter  being  charges 
or  encumbrances  against  appropriated  funds  which  have  not 
yet  become  actual  liabilities.  C)pp>osed  to  these  items  are 
shown  the  resources,  present  and  prospective,  which  are  looked 
to  for  the  liquidation  of  the  liabilities. 

These  several  detail  balance  sheets  are  brought  together 
in  a  simimary  consolidated  balance  sheet  in  order  to  give  in  a 
single  statement  a  complete  view  of  the  city's  finances. 

A  somewhat  radical  departure  from  current  opinion  con- 
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ceming  the  preparation  of  government  balance  sheets  is  advo- 
cated in  a  recent  publication  on  government  accounting  and 
reporting  by  Francis  Oakley,  C.P.A  2 

Mr.  Oakley  proposes  to  eliminate  entirely  from  a  government 
balance  sheet  the  items  of  permanent  properties,  that  is,  lands, 
interests  in  lands,  buildings,  machinery  and  equipment,  rights 
and  concessions  and  items  of  similar  classifications.  Further, 
it  is  urged  tliat  the  debt  statements  and  those  relating  to  the 
financial  condition  of  sinking  funds  should  be  presented  sepa- 
rately from  the  balance  sheet  as  should  also  endowment  funds 
which  have  nothing  to  do  with  the  consideration  of  the  assets 
and  liabilities  that  relate  to  current  operations  and  activities. 

The  principle  underlying  the  proposed  elimination  of  perma- 
nent properties  from  the  balance  sheet  is  that  the  reasons  for 
including  such  assets  in  the  balance  sheets  of  commercial  con- 
cerns do  not  exist  in  the  case  of  government  balance  sheets. 
Furthermore  it  is  stated  that  there  is  no  constant  relation 
between  bonded  debt  and  p)ermanent  property;  bonds  are 
frequently  issued  for  purposes  other  than  the  acquisition  of 
property;  considerable  property  is  acquired  without  issuing 
bonds  therefor;  the  debt  is  not  to  be  paid  with  the  value  of  the 
jwoperty  or  even  secured  thereby;  that  the  balancing  figure, 
that  is,  the  difference  between  total  property  and  funded  debt, 
means  nothing.  The  value  of  permanent  properties,  it  is 
further  stated,  is  not  measured  in  dollars  and  cents  but  in 
capacity  for  service. 

It  may  be  conceded  that  the  foregoing  criticism  has  consider- 
•able  merit  and  interest  from  an  academic  standpoint.  It  ap- 
pears of  doubtful  merit,  however,  to  adopt  the  proposed  elimina- 
tion of  permanent  properties  from  government  balance  sheets. 
The  fight  for  the  application  to  goverrmient  methods  of  sound 
commercial  practices  has  been  too  long  and  costly  to  permit  of 
the  adoption  of  the  proposed  elimination,  for  the  reasons  stated. 


^Government  Auounlin^  and  Reporting  (1921). 
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That  commercial  requirements  may  differ  from  government 
requirements  with  respect  to  certain  balance  sheet  items  should 
not  itself  cause  the  elimination  of  such  items  from  government 
balance  sheets.  Such  eliminations  might  lead  to  the  elimination 
of  other  items  for  similar  reasons. 

General  Account  Balance  Sheet  (Exhibit  2,  page  398) 

Accounts  Receivable — Unpaid  Taxes.  This  is  supported 
by  the  uncollected  items  in  the  tax  rolls,  or  tax  duplicate,  as  it 
is  sometimes  called.  Provision  for  uncollectible  taxes  should 
be  made  currently  by  including  in  the  annual  budget  of  expenses 
a  percentage  of  the  tax  levy  sufficient  to  cover  the  estimated  loss 
in  collection.  The  taxes  levied  in  the  year  will  thus  be  sufficient 
to  meet  all  expenses  authorized  for  the  year. 

Miscellaneous  Revenues  Receivable.  This  account  is  sup- 
ported by  the  revenues  receivable  ledger  and  includes  various 
uncollected  charges  other  than  taxes. 

Due  from  Other  Funds.  This  account  is  charged  with  cash 
temporarily  loaned  to  the  capital  account  or  to  trust  funds.  It 
is  credited  when  cash  is  returned  or  when  cash  is  borrowed 
from  these  funds. 

Stores  (which  should  be  supported  by  stores  ledgers).  These 
are  shown  in  the  general  account  balance  sheet  and  not  in  the 
capital  account  balance  sheet,  since  in  the  main  they  are  used 
for  meeting  current  operating  and  maintenance  expenses.  If 
any  stores  are  used  for  construction  purposes,  a  charge  for  them 
is  made  to  the  capital  account  just  as  if  cash  were  advanced. 

The  reserve  for  stores  among  the  liabilities  is  merely  a  device 
to  keep  them  from  being  represented  in  the  surplus.  Stores 
and  other  prepaid  items  are  not  available  for  meeting  contingent 
liabilities  which  may  exist  or  which  may  be  incurred  against 
appropriated  funds,  and  hence,  to  find  the  balance  of  assets 
available  for  further  appropriation,  they  are  excluded  from  the 
surplus. 

Temporary  Loans  in  Anticipation  of  Taxes.    Many  cities 
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are  obliged  to  borrow  money  for  short  periods,  pending  the 
collection  of  taxes  and  other  revenues.  In  consequence,  tempo- 
rary loans  are  made  which  are  a  lien  against  these  revenues. 
They  should  be  paid  off  when  the  collections  are  made.  Some 
cities  obviate  the  necessity  of  such  loans  by  having  taxes  paid 
in  quarterly  or  semiannual  instalments,  the  first  instalment 
being  payable  early  in  the  fiscal  year.  There  should  be  included 
among  the  liabilities  an  item  for  the  unexpended  balance  of 
funds  collected  for  specific  purposes. 

Capital  Account  Balance  Sheet  (Exhibit  4,  page  400) 

Cash.  This  is  held  exclusively  for  meeting  liabilities  in- 
curred in  the  acquisition  of  property  having  a  continuing  value, 
such  as  lands,  buildings,  equipment  and  improvements.  It  is 
obtained  by  issuing  long-term  bonds  and  by  the  collection  of 
assessments. 

Assessments  Receivable.  These  amounts  are  due  from  prop- 
erty owners  whose  property  has  been  benefited  by  local  im- 
provements, such  as  the  paving  of  streets,  the  building  of  new 
sewers,  etc.  They  are  frequently  made  payable  in  instalments. 
This  item  is  supported  by  individual  accounts  in  the  assessment 
rolls  or  assessment  ledger. 

Local  Improvements  in  Progress.  These  represent  current 
expenditures  for  grading  and  paving  new  streets,  building  sewers, 
etc.,  the  cost  thereof  being  assessable  against  property  deemed 
benefited  when  the  improvements  are  completed,  at  which 
time  this  account  is  credited  and  assessments  receivable  is 
debited.  Coincident  with  this  entry,  permanent  improve- 
ments account  is  charged  and  capital  account  surplus  is  credited. 
Frequently  the  city  is  obliged  to  stand  some  portion  of  the  cost 
of  the  improvements.  This  is  the  case  when  city  property  is 
benefited  by  them  or  when  the  city  at  the  outset  agrees  to  bear  a 
percentage  of  the  cost.  When  the  city's  share  is  determined, 
long-term  bonds  are  usually  issued  to  meet  it.  At  the  time 
permanent  improvements  account  is  charged  as  noted  above, 
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capital  surplus  Is  credited  for  the  amount  assessed  against  tax- 
payers only,  local  improvements  in  progress  being  credited  with 
the  amount  to  be  borne  by  the  city. 

Other  Accounts.  When  among  the  assets,  these  will  be 
readily  understood  by  their  titles.  These  items  should  be  sup- 
ported by  detail  ledgers  showing  the  various  individual  prop- 
erties owned  by  the  city. 

Necessarily  a  certain  amount  of  the  general  appropriations  is 
usually  expended  for  capital  outlays.  A  considerable  amount  of 
movable  property  and  equipment  is  purchased  from  appropria- 
tion accounts  and  frequently  even  buildings  and  other  similar 
improvements  are  acquired  through  tax  levy  rather  than  from 
the  proceeds  of  sales  of  bonds.  In  such  cases  the  charges  for 
the  capital  outlays  are  carried  in  the  general  account  group  of 
accounts  until  the  close  of  the  fiscal  year,  when  the  charges  are 
transferred  to  the  capital  account  group  by  debiting  the  general 
account  surplus  and  crediting  the  account  or  accounts  originally 
charged,  and  by  debiting  property  accounts  and  crediting  sur- 
plus in  the  capital  account  group. 

The  rule  in  regard  to  depreciation  of  assets  may  be  apphed 
in  municipal  accounts  as  in  the  accounts  of  private  concerns, 
with  one  exception.  The  best  authorities  suggest  that  instead  of 
creating  a  depreciation  reserve  by  a  mere  bookkeeping  entry, 
the  depreciation  charges  should  be  included  in  the  annual 
budget  of  expenses  and  the  cash  raised  and  invested  in  a  fund. 
At  the  end  of  the  perio(f  estimated  to  be  the  life  of  the  property, 
this  fund  should  contain  an  amount  sufficient  to  replace  it,  and 
the  property  is  thus  automatically  perpetuated. 

The  argument  advanced  against  this  practice  is  that  it 
entails  a  double  charge  against  taxpayers,  namely,  the  annual 
depreciation  charge  and  the  annual  sinking  fund  instalments 
provided  for  the  retirement  of  the  bonds  sold  to  purchase  the 
properties.  In  some  cases  at  least,  it  is  a  question  whether, 
when  a  public  work  has  outlived  its  usefulness  and  an  entire 
reconstruction  is  in  order,  there  should  not  be  a  new  issue  of 
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bonds  for  the  rebuilding.  In  this  way  the  cost  of  the  improve- 
ment m^y  be  spread  over  its  life,  and  each  generation  of  tax- 
payers made  to  bear  the  burden  of  the  improvements  it  enjoys 
by  a  single  charge  for  the  annual  sinking  fund  instalments.  As 
a  matter  of  actual  practice,  however,  depreciation  of  municipal 
properties  is  seldom  provided  for. 

Assessment  or  Special  Improvement  Bonds.  This  account 
represents  the  bonds  issued  to  finance  assessable  improvements. 
They  are  shown  under  a  separate  head  so  that  they  may  be 
contrasted  with  assessments  receivable  which  are  available  for 
meeting  them. 

Bonded  Debt.  Instead  of  showing  sinking  fund  cash  and 
investments  among  the  assets  of  the  capital  account,  they  are 
shown  as  a  deduction  from  bonded  debt.  This  admits  of  stating 
them  in  a  supplementary  statement  (sinking  fund  balance  sheet, 
Exhibit  5,  page  401)  in  relation  to  the  "Reserve  Required  to 
Meet  Bonded  Debt  at  Maturity,"  As  has  been  previously 
pointed  out,  the  most  important  fact  to  be  set  forth  in  connection 
with  sinking  funds  is  the  amount  that  should  be  on  hand  in 
cash  and  investments  at  any  given  date.  This  can  be  done 
only  by  bmlding  up  a  reserve  on  an  actuarial  basis,  adding  to 
it  each  year  an  amount  equivalent  to  the  amount  of  cash  that 
should  be  provided  each  year,  which,  accumulated  to  the  matur- 
ity date  of  the  bonds,  plus  interest  accretions,  will  yield  an 
amount  equal  to  the  amount  of  bonds  to  be  paid  off.  If  an 
amount  of  cash  commensurate  with  the  yearly  reserve  (allowing 
for  interest  accretions)  is  not  provided  each  year,  the  inade- 
quacy of  the  sinking  funds  will  be  disclosed  by  the  excess  of  the 
reserve  account.  In  other  words,  there  will  be  a  defici^i  in  the 
sinking  funds. 

Trust  Fund  Balance  Sheet  (Exhibit  8,  page  402) 

Cash,  Securities  and  Investment.  These  should  be  supported 
by  detail  ledger  accounts  showing  how  the  trust  funds  are  in- 
vested.   The  assets  are  not  necessarily  earmarked  according 
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to  the  several  trusts  represented,  though  they  may  be.  Ob- 
viously the  character  of  the  securities  is  of  imp)ortance.  It 
might  be  advisable  to  list  them  on  the  balance  sheet. 

Invoices  Payable,  Vouchers  and  Pay-Rolls  Payable,  War- 
rants Payable.  These  are  the  current  liabilities  of  the  trust 
accounts.  The  number  of  separate  general  ledger  accounts 
to  be  kept  depends  somewhat  upon  the  precise  methods  em- 
ployed for  handling  transactions. 

Reserve  for  Public  and  Private  Trusts.  Under  this  head 
are  summarized  the  various  trusts  assumed  by  the  city.  Each 
individual  trust  is  represented  by  an  account,  and  if  there  are 
many  of  them,  as  is  usually  the  case  in  large  cities,  these  accounts 
should  be  carried  in  a  subsidiary  trust  fund  ledger. 

Current  Operation  and  Surplus  Accoimt  (Exhibit  3,  page  399) 

As  an  adjunct  of  the  general  account  balance  sheet  it  is 
necessary  to  show:  (i)  the  revenues  and  expenses  for  the  fiscal 
period,  and  (2)  the  present  condition  of  the  surplus  of  the 
general  account.  Revenues  should  be  sununarized  according  to 
sources,  and  expenses  according  to  purposes.  For  the  latter,  it 
is  suggested  that  the  functional  classification  adopted  by  the 
United  States  Census  Bureau  be  employed.  This  classification 
divides  the  expenditures  of  a  city  under  the  following  significant 
headings,  viz.,  general  government,  protection  of  persons  and 
property,  conservation  of  health,  sanitation,  highways,  charities, 
correction,  education,  recreation,  interest  and  miscellaneous. 

The  financial  statements  thus  far  discussed  represent  what 
may  be  called  the  proprietary  relations  of  a  city,  that  is,  what  the 
city  owns  and  what  it  owes  and  the  results  of  current  operation. 
These  statements  are  in  every  respect  analogous  to  those  em- 
ployed in  private  business.  We  shall  now  discuss  the  statements 
that  show  the  funding  relations  of  a  city,  namely,  those  which 
have  to  do  with  the  restrictions  placed  upon  public  ofiicers  in 
the  exp)enditure  of  funds.  There  are  two  main  categories  of 
funds — those  derived  from  taxation  and  those  obtained  from 
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the  sale  of  long-term  bonds.  A  statement  of  the  former  is  an 
adjunct  of  the  general  account  balance  sheet,  whereas  a  state- 
ment of  the  latter  is  an  adjunct  of  the  capital  account  balance 
sheet. 

Fund  Balance  Sheet— General  Account  (Exhibit  6,  page  401) 

An  analysis  of  the  items  appearing  on  the  credit  side  of  this 
statement  will  facilitate  the  understanding  of  it.  When  the 
appropriating  body  authorizes  the  amounts  which  may  be 
expended  (budget),  it  is  necessary  to  establish  accounts  in  the 
books  so  that  officers  may  know  at  any  time  the  amount  of 
authorized  funds  available  for  expenditure  and  so  that  they  may 
know  when  they  have  reached  the  limit  of  expenditure.  An 
entry  is  therefore  made  in  the  general  ledger  crediting  "appro- 
priations," or  "authorizations  to  incur  liabilities,"  for  the  amount 
authorized.  Detailed  accounts  showing  the  various  purposes  of 
expenditure  are  opened  in  a  subsidiary  ledger.  Under  the  rules 
of  double-entry  bookkeeping  some  account  must  be  charged, 
and  since  the  appropriations  are  predicated  upon  revenues 
which  are  expected  to  accrue,  an  account  is  established  on  the 
debit  side  entitled  "estimated  revenues  from  taxes  and  mis- 
cellaneous receipts  needed  to  meet  budget  authorizations." 
This  gives  not  only  a  proper  equation,  but  lays  the  foundation 
for  currently  obtaining  two  distinct  items  of  information,  as  will 
presently  be  shown. 

Some  accountants  attempt  to  treat  appropriations  as  lia- 
bilities and  include  them  among  the  liabilities  in  the  balance 
sheet.  This  is  obviously  improper,  since  the  act  of  appro- 
priating money  for  expenditures  does  not  make  the  city  a  debtor. 
The  argument  in  favor  of  treating  appropriations  as  a  liability 
is,  that  while  a  mere  appropriation  is  not  a  liability,  yet  if 
taxes  have  been  levied  to  provide  for  payment  of  the  munici- 
pality's expenses  for  a  whole  year  and  the  uncollected  part  of 
such  levy  is  included  in  its  entirety  among  the  assets,  the  omis- 
sion from  the  liabilities  of  the  appropriations  for  which  the  levy 
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was  made  shows  a  surplus  which  is  likely  to  mislead  (at  least 
during  the  early  part  of  the  year)  as  to  the  municipality's  finan- 
cial condition.  It  is  quite  feasible,  however,  by  means  of  the 
fund  balance  sheet,  to  show  the  exact  condition  of  aflfairs  prevail- 
ing without  thus  doing  violence  to  the  accepted  meaning  of 
terms. 

When  contracts  are  awarded  and  orders  are  issued,  contin- 
gent liabilities  are  created  and  appropriations  are  encumbered. 
These  must  be  recognized  in  any  statement  of  a  city's  financial 
condition.  The  details  relating  to  unencumbered  appropriations 
and  contingent  liabilities  on  contracts  and  orders  are  shown  by 
the  appropriation  ledger  over  which  these  general  ledger  accounts 
operate  as  a  control.  The  details  of  contracts  in  the  appropria- 
tion ledger  are  further  supported  by  the  contract  ledger. 

In  order  to  maintain  a  distinct  accounting  action  within 
the  fund  group  of  accoimts,  it  is  necessary  to  introduce  two 
other  debit  accounts,  namely,  "available  balance"  and  "un- 
applied balance."  In  doing  this,  valuable  information  is  cur- 
rently produced  which  otherwise  could  not  be  obtained  without 
analysis.  The  unapplied  balance  is  identical  with  cash  less 
demand  liabilities  shown  in  the  general  account  balance  sheet, 
and  as  such  it  shows  what  amount  of  cash  is  available  for  meeting 
contingent  liabilities  on  contracts  and  orders  already  incurred, 
or  to  be  incurred,  against  available  appropriations.  It  appears 
only  in  the  general  ledger  and  is  not  supp>orted  by  subsidiary 
accounts.  The  available  balance  is  identical  with  accounts  re- 
ceivable in  the  assets.  It  is  built  up  by  credits  to  the  account, 
"estimated  revenues  from  taxes  and  miscellaneous  receipts 
needed  to  meet  budget  authorizations."  It  is  likewise  not 
supported  by  subsidiary  accounts.  Action  in  both  of  these 
accounts  is  produced  by  entries  secondary  or  collateral  to  those 
which  affect  assets,  liabilities,  revenues  and  exp>enses.  For 
example,  when  cash  is  received  in  payment  of  taxes,  cash  is 
debited  and  taxes  receivable  is  credited.  At  the  time  this 
entry  is  made,  a  secondary  entry  must  be  made  in  the  fund 
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group  of  accounts  debiting  unapplied  balance  and  crediting 
available  balance. 

The  item  on  the  credit  side  entitled  "reserve  for  retirement 
of  loans  in  anticipation  of  collection  of  taxes"  represents  the  item 
in  the  general  account  balance  sheet  entitled  "temporary  loans 
in  anticipation  of  taxes."  It  is  not  supported  by  any  subsidiary 
accounts. 

For  further  information  regarding  the  bookkeeping  procedure 
relating  to  the  treatment  of  these  accounts,  the  reader  is  referred 
to  the  Handbook  of  Municipal  Accounting,  prepared  by  the  Metz 
Fund  for  Promoting  Efficient  Municipal  Accounting  and 
Reporting. 

Fund  Balance  Sheet — Capital  Account  (Exhibit  7,  page  402) 

A  similar  group  of  accounts  is  kept  to  show  the  condition 
of  funds  raised  by  issuing  bonds,  and  the  condition  of  these 
funds  is  shown  in  a  fund  balance  sheet  of  the  capital  account 
(Exhibit  7).  One  of  the  items  on  the  credit  side  of  this  statement 
needs  to  be  explained,  namely,  "reserve  for  retirement  of  as- 
sessment bonds."  As  assessments  are  collected  assessments 
receivable  is  credited  and  cash  is  debited.  At  the  same  time  a 
secondary  entry  must  be  made  in  the  fund  accounts  debiting 
imapplied  balance  and  crediting  this  reserve.  The  latter  serves 
to  show  the  cash  that  should  be  held  available  for  paying  off  the 
assessment  bonds  by  which  the  assessable  improvements  were 
financed. 

Summary  Consolidated  Balance  Sheet  (Exhibit  i,  pages  396-397) 
We  come  now  to  the  summary  consolidated  balance  sheet, 
which  comprises  the  several  detail  balance  sheets  and  fund 
statements  already  described,  and  gives  in  a  single  statement  a 
comprehensive  view  of  a  city's  financial  condition.  It  is  in  two 
sections,  the  first  dealing  with  assets,  liabilities  and  surplus; 
the  second  section  showing  estimated  revenues,  appropriations 
and  reserves.     It  will  be  noted  that  the  accounts,  "available 
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balance"  and  "unapplied  balance,"  are  eliminated  from  this 
consolidated  balance  sheet,  the  assets  which  they  represent 
in  a  detached  statement  taking  their  place.  In  the  second 
section  the  excess  of  assets  is  added  to  the  balance  of  "estimated 
revenues  from  taxes  and  miscellaneous  receipts,"  for  the  reason 
that  appropriations  which  were  predicated  on  such  estimated 
revenues  are  stated  against  them.  As  any  balance  of  the  esti- 
mated revenues  not  accrued  (or  collected)  at  the  end  of  the  fiscal 
year  must  be  provided  for  in  the  following  year,  it  must  be  re- 
garded as  at  least  a  potential  asset.  The  excess  of  assets  and 
estimated  revenues  over  liabilities,  appropriations  and  reserves 
is  the  amount  which  is  available  for  further  appropriations; 
in  other  words,  the  free  surplus. 


CHAPTER  XVII 

FIDUCIARY 

In  this  chapter  will  be  found  a  treatment  of  the  special 
features  to  be  covered  in  the  audit  of  the  accounts  of  certain 
fiduciaries.  The  auditor  should  be  familiar  with  the  duties  of 
fiduciaries  in  order  intelligently  to  audit  and  state  their  ac- 
counts. 

EXECUTORS  AND  TRUSTEES 

As  a  preliminary  to  an  audit  of  executors',  trustees'  or  guar- 
dians' accounts,  it  is  essential  to  know  the  purpose  for  which 
the  report  is  required.  A  trust  estate  may  be  audited  for  the 
protection  of  the  trustee  himself,  when  he  has  subordinates  who 
keep  the  accounts  and  the  funds;  or  the  audit  may  be  made  in 
behalf  of  beneficiaries.  In  like  manner,  a  decedent's  estate  may 
be  audited  purely  for  information  of  the  executor  or  adminis- 
trator or  for  information  of  the  heirs;  and  a  guardian's  accounts 
for  the  guardian  himself  or  for  the  guardian  ad  litem  represent- 
ing the  ward  or  heirs.  In  few  other  kinds  of  audits  is  there  so 
much  opportunity  for  discretion  as  to  extent  of  verification,  and 
it  is  evident  that  the  scope  of  an  audit  program  must  be  de- 
pendent upon  the  end  sought. 

It  is  essential  also  that  it  be  understood  at  the  beginning 
whether  the  auditor  is  himself  to  prepare  the  account  to  be 
rendered  to  the  probate  court,  whether  he  is  to  verify  a  probate 
account  already  prepared  by  the  trustee,  or  whether  the  audit 
report  is  to  be  used  as  the  basis  of  a  probate  account  to  be  later 
made  by  the  trustee.  It  is  always  desirable  that  the  auditor 
be  consulted  about  the  form  of  the  probate  account.  Inasmuch 
as  the  usual  fiduciary's  account  to  the  probate  court  is  chrono- 
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logical  in  arrangement,  the  volume  of  unsummarized  detail  can- 
not be  interpreted  except  with  a  great  deal  of  analysis.  It  is 
too  much  to  expect  that  probate  judges  will  carefully  examine 
such  accounts.  Any  account  prepared  by  or  under  the  super- 
vision of  a  public  accountant  should  be  so  arranged  as  to  present 
the  salient  facts  regarding  the  administration  of  the  trust. 

Preliminary  Procedure 

An  audit  of  the  accounts  of  executors  or  trustees  properly 
begins  with  a  careful  reading  of  the  will  or  deed  of  trust,  since 
the  provisions  of  these  documents  have  an  important  bearing 
on  the  actions  of  the  executors  or  trustees  as  reflected  in  their 
accounts.  While  the  apportionment  of  receipts  and  payments 
between  capital  and  income  should  always  receive  attention  in 
the  auditing  of  trusts,  it  becomes  extremely  important  under 
some  wills  and  trust  deeds. 

As  to  principal,  the  auditor  should  be  sure  that  he  has  an- 
swers to  the  following  questions:  Payable  to  whom?  How 
much?  When?  As  to  income,  the  questions  are:  Payable  to 
whom?  For  how  long?  How  much?  How?  When?  As  bear- 
ing on  disbursements,  the  auditor  should  examine  the  documents 
for  information  as  to  the  compensation  of  the  fiduciary;  whether 
such  compensation  is  fixed  in  amount,  or  not  specified.  Ex- 
penses of  administration  sometimes  are  chargeable  to  the  trust 
funds  and  sometimes  to  the  fiduciary. 

At  the  time  the  trust-creating  documents  are  examined,  it 
is  advisable  to  look  for  certified  copies  of  court  appointments 
under  which  th«  fiduciary  has  assumed  his  duties  in  order  that 
the  dates  of  qualification,  etc.,  may  be  substantiated. 

Having  examined  the  documents  from  which  the  trustees 
derive  their  power,  the  auditor  should  next  compare  a  certified 
copy  of  the  inventory  of  the  estate,  if  such  was  filed  with  the 
probate  court,  with  the  trustees'  books,  to  see  that  all  the  assets 
scheduled  in  the  inventory  have  been  entered  in  the  books  and 
at  the  appraised  values. 
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Since  in  most  states  the  beginning  inventory,  as  filed  with 
the  court,  is  only  required  to  be  a  summary  of  the  property 
taken  over  by  the  fiduciary,  it  is  always  advisable  for  the  audi- 
tor to  secure  and  examine  the  original  appraisal  sheets  or  the 
copies  from  which  the  inventories  and  summaries  were  made. 
In  this  way  it  is  sometimes  possible  to  detect  arithmetical  errors 
of  large  amounts,  as  well  as  omissions  from  and  duplications  in 
the  inventory. 

Although  such  a  step  is  technically  outside  the  scope  of  the 
audit,  it  is  often  advisable  to  check  the  fiduciary's  inventory 
and  appraisal  against  the  former  accounts  of  the  decedent  or 
person  under  guardianship.  The  procedure  is  especially  desir- 
able in  the  case  of  guardians'  accounts.  In  New  York  State, 
the  transfer  tax  affidavit  takes  the  place  of  an  inventory. 

Should  the  trust  have  already  been  in  existence  for  a  con- 
siderable time  and  the  audit  not  go  back  to  its  inception,  it  is 
desirable  that  the  examination  start  with  the  date  upon  which 
the  most  recent  accoimt  approved  by  the  court  closed. 

Debts  due  to  decedents  are  inventoried  and  divided  accord- 
ing to  the  probability  of  their  collection  into  good,  doubtful  and 
bad  accounts.  The  auditor  should  examine  the  evidence  relative 
to  the  uncollected  accounts,  since  it  is  possible  that  some  of  the 
items  listed  as  bad  might  be  collected  but  that  the  proceeds 
might  be  appropriated  by  the  executor  or  his  representative. 

Investments 

The  income  from  securities  should  be  verified  in  detail,  work- 
ing from  carefully  prepared  schedules  of  property  which  should 
or  might  produce  income.  This  can  usually  be  very  satisfac- 
torily done.  Even  if  the  securities  are  not  Usted  on  a  stock  ex- 
change, information  as  to  dividends  or  interest  paid  thereon  can 
in  almost  all  cases  be  obtained  without  much  difficulty.  Over- 
due interest  on  mortgages  should  be  investigated. 

Some  of  the  receipts  of  principal  which  should  be  verified 
are  additional  assets  discovered  since  the  original  appraisal  and 
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inventory,  and  receipts  from  sales  of  securities,  personal  prop- 
erty or  real  estate.  Receipts  from  sales  of  any  sort  should  be 
verified  by  examination  of  brokers'  statements  or  by  personal 
communication  with  the  brokers  or  purchasers. 

When  examining  securities,  an  important  feature  of  the 
audit,  the  auditor  should  see  that  all  registered  securities  are 
in  the  names  of  all  the  trustees,  if  there  is  more  than  one. 

In  a  complete  audit  of  the  accounts  of  a  trust  estate,  the 
investments  made  by  the  trustees  should  also  be  reviewed  from 
the  point  of  view  of  whether  the^  were  legitimate  at  the  time 
they  were  made.  The  character  of  investments  which  are  legal 
for  trust  funds  varies  in  different  states.  Generally  they  are 
first  mortgages  on  real  estate,  government  (federal,  state,  county 
and  municipal)  bonds  and  the  first  mortgage  bonds  of  railroads 
having  an  established  dividend  record. 

Real  Estate 

If  real  estate  has  been  committed  to  the  care  of  the  trustees, 
or  if  the  will  gives  the  executors  the  custody  and  disposition  of 
the  testator's  real  estate,  the  rentals  therefrom  should  be  veri- 
fied and  taxes  and  other  realty  expenses  vouched. 

Rentals  and  other  income  from  real  estate  are  difficult  to 
substantiate  unless  the  real  estate  is  operated  by  outside  agents. 
When  this  is  the  case,  the  agents'  monthly  reports  should  be 
checked  against  the  books  or  verified  by  communication  with 
them.  If  real  estate  is  operated  from  the  office  of  the  fiduciary, 
the  rent  lists  should  be  studied  for  reported  vacancies,  bad 
debts,  etc.,  and  such  items  verified,  where  possible,  from  out- 
side information. 

Commissions 

In  verifying  the  correctness  of  the  credits  taken  by  the 
executors  or  trustees,  the  commissions  paid  or  claimed  should 
be  carefully  scrutinized.  Their  arithmetical  correctness  can 
usually  be  verified  in  total,  but  it  is  also  important  to  see  that 
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the  basis  on  which  they  were  calculated  is  a  proper  one.  Par- 
ticularly must  duplications  of  commissions  be  guarded  against. 
If  an  executor  becomes  trustee  of  an  estate  after  being  dis- 
charged as  executor,  he  will  receive  but  one  commission  on  the 
principal  of  the  estate.  Furthermore,  a  commission  is  not 
ordinarily  allowed  on  changes  of  investments,  though  it  is  usu- 
ally allowed  on  the  net  increase,  if  any,  in  the  princif>al  caused 
by  such  changes.  The  average  rates  of  commission  allowed 
executors  and  trustees  of  decedents'  estates  are  23^  or  3  per 
cent  on  the  principal  and  5  per  cent  on  the  income  handled; 
but  rates  vary,  and  in  some  states  a  sliding  scale  of  conmiis- 
sions  is  in  force. 

Amounts  paid  out  on  principal  and  afterwards  refunded 
should  not  be  taken  into  the  accounts  as  a  basis  for  commis- 
sions; likewise  refunds  of  payments  originally  charged  against 
income  should  be  considered  as  an  offset  against  expense,  not 
as  additional  income  subject  to  a  commission.  Errors  in  these 
respects  are  quite  common  and  should  be  guarded  against.  In 
the  case  of  large  estates,  however,  a  different  rate  or  a  fixed 
amount  of  compensation  is  sometimes  named  in  the  will  (fre- 
quently, no  doubt,  in  pursuance  of  an  agreement  between  the 
executor  to  be  and  the  testator  during  the  latter's  lifetime),  and 
by  accepting  the  trust  the  executor  binds  himself  to  limit  his 
commission  in  accordance  with  the  stipulation  in  the  will.  Pre- 
sumably, however,  if  the  executor  declined  to  serve  and  no  one 
could  be  found  who  would  be  willing  to  accept  the  trust  for  the 
stipulated  compensation,  the  probate  court  could  app)oint  an 
administrator  who  would  not  be  bound  by  this  stipulation  of 
the  will,  but  would  be  allowed  the  ordinary  rate  of  commission. 

The  commissions  allowed  in  New  York  State  are  as  follows: 
on  the  principal  for  receiving  and  paying  out  all  sums  of  money 
not  exceeding  $1,000,  at  the  rate  of  5  per  cent;  for  receiving  and 
paying  out  any  additional  sums  not  in  excess  of  $10,000,  2]/^ 
per  cent;  and  for  all  amounts  above  $11,000,  i  per  cent.  The 
annual  charge  on  income  is  at  the  same  rate. 
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Principal  and  Income 

The  importance  of  a  correct  apportionment  of  all  receipts 
and  payments  between  principal  and  income  has  already  been 
mentioned.  In  this  connection  it  should  be  borne  in  mind  that 
interest  and  rents  accrued  to  the  date  of  the  testator's  decease 
are  part  of  the  corpus  or  principal  of  the  estate;  that  profits 
realized  or  losses  sustained  on  the  liquidation  of  legitimate  in- 
vestments are  added  to  or  deducted  from  the  principal;  that 
expenses  during  the  period  of  the  executorship  are  paid  out  of 
principal  and  not  from  income,  excepting  expenses  connected 
with  improved  real  estate  which  are  chargeable  against  the  in- 
come derived  therefrom;  that  losses  on  unauthorized  or  illegal 
investments  are  chargeable  to  the  trustees  personally,  with  such 
interest  (usually  at  the  rate  of  6  per  cent  per  annum  without 
compounding)  as  may  be  directed  by  the  court;  that  a  trustee 
is  similarly  chargeable  with  interest  on  funds  actively  applied 
to  his  own  use  or  indirectly  so  applied  by  merging  them  with 
his  own  funds,  even  though  he  may  have  balances  on  deposit 
to  his  personal  credit  in  excess  of  the  trust  funds  for  which  he 
is  responsible;  that,  even  when  investments  of  a  wasting  nature 
are  specifically  authorized,  or  form  the  original  principal  of  the 
estate,  a  life  tenant  does  not  necessarily  receive  the  entire  gross 
income.  When  the  instrument  creating  the  trust  provides  that 
the  life  tenant  and  the  remainderman  shall  benefit  equally  from 
such  investments,  it  is  usual  to  treat  a  certain  proportion  of  the 
receipts  from  the  investment,  say,  5  per  cent  on  the  appraised 
value  of  the  investment  at  the  time  the  trust  was  created,  as 
income  for  the  life  tenant,  and  to  capitalize  the  amount  received 
in  excess  thereof. 

Expenses  in  connection  with  the  substitution  of  tax-exempt 
securities  for  other  securities  is  a  charge  against  income,  since 
the  income  benefits  by  the  change.  Legal  expense  incurred  be- 
cause of  the  removal  of  a  trustee  is  a  charge  against  principal. 

The  proceeds  from  the  sale  of  rights  given  to  stockholders 
to  subscribe  for  new  stock  at  less  than  its  market  value  belong 
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to  the  principal  and  not  to  income.  The  cash  received  from 
such  sales  is  usually  offset  by  a  reduction  in  value  of  old  stock. 

Live  stock  bom  after  the  date  of  demise  should  be  treated  as 
income.  Growing  crops  belong  to  the  corpus  when  the  land 
has  been  sold  by  the  decedent  with  a  reservation  of  the  crops. 
They  are  income  when  the  land  becomes  a  part  of  a  trust 
for  a  life  tenant.  If  partnership  agreements  specify  that  the 
estate  of  any  partner  shall  be  entitled  to  that  partner's  share 
of  the  profits  earned  for  a  certain  period  after  his  death,  such 
earnings  are  a  part  of  the  corpus. 

The  terms  of  the  will  or  trust  deed  may,  however,  modify 
any  of  the  foregoing  rules;  therefore  the  auditor  should  study 
carefully  the  conditions  of  the  trust. 

With  regard  to  premiums  paid  on  securities  purchased  by 
the  estate,  the  usual  rule  is  that  they  come  out  of  the  principal 
of  the  estate.  Discounts  on  bonds  purchased  inure  to  the  benefit 
of  the  principal.  Since  probably  the  great  majority  of  invest- 
ments which  are  legal  for  trust  funds  sell  at  a  premium  rather 
than  at  a  discount,  one  does  not  offset  the  other.  From  an 
accounting  point  of  view,  premiums  paid  on  bonds  purchased 
should  be  amortized  over  the  life  of  the  bonds,  and  a  portion 
of  each  interest  payment  retained  to  refund  the  premium  ad- 
vanced from  the  principal  of  the  estate,  and  only  the  actual 
income  yield  on  the  investment  should  be  paid  over  to  the  life 
tenant.  The  accountant  must,  however,  in  this  as  in  all  matters 
pertaining  to  trust  estates,  be  guided  by  the  rules  laid  down  by 
the  court,  which  are  not  uniform  in  the  different  states.  It  is 
to  be  hojjed  that  the  courts  will  in  time  give  effect  to  a  more 
logical  treatment  of  premiums  on  bonds  than  in  the  past. 

Partition  Proceedings 

The  division  or  partition  of  an  estate  is  frequently  quite 
a  complex  proceeding.  An  estate  is  sometimes  left  in  trust  for 
the  children  of  a  family,  each  to  receive  his  or  her  respective 
share  of  the  principal  on  attaining  a  specified  age.    Until  such 
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time  each  beneficiary  receives  only  his  or  her  share  of  the  in- 
come. Since  the  sp>ecified  event  does  not  occur  simultaneously 
in  the  case  of  all  the  beneficiaries,  they  do  not  all  become  en- 
titled to  their  respective  shares  at  the  same  time.  As  soon, 
however,  as  any  one  becomes  entitled  to  receive  his  share,  he 
can  demand  it  without  having  to  wait  for  such  time  as  all  the 
heirs  can  receive  their  respective  shares  of  the  principal,  and, 
except  by  consent,  the  estate  must  be  forthwith  divided.  Should 
the  estate  consist  of  securities  which  are  readily  divisible,  no 
serious  difficulty  is  encountered,  because  the  beneficiary  may 
then  be  given  his  proportion  of  each  of  the  estate's  investments. 
Should  the  estate,  however,  consist  of  real  estate  or  other  non- 
divisible  assets,  resort  must  be  had  to  some  other  method  of 
determining  the  beneficiary's  share  and  delivering  it  to  him. 

Were  all  the  beneficiaries  of  age,  a  mutual  agreement  could 
be  made;  but  if  any  one  of  the  beneficiaries  is  a  minor,  he  or 
she  cannot  give  binding  consent  to  such  an  agreement.  The 
only  course  left  open  is  to  apply  to  the  courts  for  an  order  to 
"partition"  the  estate;  the  final  order  of  the  court  confirming 
the  share  determined  to  be  payable  to  the  beneficiary  entitled 
to  the  partition  will  be  a  protection  to  all  parties  interested. 
The  payment  of  his  share  to  the  retiring  beneficiary  forthwith 
terminates  his  interest  in  the  estate,  and  he  is  not  concerned 
in  any  fluctuations  in  the  value  of  the  trust  investments  which 
may  subsequently  take  place.  Such  fluctuations  would  effect 
only  the  remaining  beneficiaries,  for  whose  benefit  the  balance 
of  the  estate  would  be  administered. 

Taxes 

Taxes  are  large  items  in  the  disbursements  of  an  estate  and 
the  basis  of  tax  returns  should  come  under  the  scrutiny  of  the 
auditor.i  Accounts  of  executors  and  administrators  usually  in- 
clude expenditures  for  estate  taxes  payable  to  the  United  States 


1  For  full  discussion  of  the  tax  returns  of  fiduciaries,  see  Montgomery,  Income 
Tax  Procedure,  1922,  Chapter  XXXVII. 
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government  on  the  gross  value  of  the  estate,  subject  to  minor 
deductions,  and  for  state  inheritance  taxes  which  vary  imder 
different  jurisdictions.  Federal  estate  taxes  and  such  state  in- 
heritance taxes  as  are  in  the  nature  of  charges  upon  the  passage 
of  the  prop>erty  and  measured  by  the  value  of  the  entire  estate — 
as  distinguished  from  taxes  upon  the  acquisition  by  the  various 
legatees  and  measured  by  the  size  of  each  separate  legacy  and 
the  relationship  of  the  recipient  to  the  deceased — are  chargeable 
against  principal. 

Income  taxes  on  income  received  by  the  deceased  up  to  the 
time  of  his  death,  also  local  property  taxes  levied  for  a  period 
prior  to  death,  are  also  chargeable  against  principal. 

State  and  federal  income  tax  returns  are  often  prepared  by 
fiduciaries  without  full  knowledge  of  the  various  tax  laws.  If 
real  property  forms  a  part  of  the  estate,  the  treatment  of  de- 
preciation for  income  tax  returns  is  frequently  not  in  accord 
with  good  commercial  accoimting.  Also,  the  use  of  fair  values 
as  at  March  i,  19 13,  in  the  case  of  federal  returns  and  on  other 
dates  for  state  income  tax  returns  is  not  always  consistently 
observed  in  computing  gains  or  losses  on  capital  transactions. 
Emphasis  should  be  placed  on  the  examination  of  tax  returns 
as  a  part  of  a  thorough  fiduciary  audit,  especially  since  the 
errors  most  common  are  those  which  unduly  favor  the  taxing 
authorities. 

Payments  to  Legatees 

In  some  states  payments  to  special  legatees  carry  interest 
until  paid  from  the  date  of  the  testator's  death;  while  pay- 
ments to  general  legatees  need  not  be  made  until  one  year  from 
testator's  death,  except  that  in  the  case  of  a  general  legacy  to 
pay  a  debt  of  the  testator  interest  is  allowed  in  such  case  from 
the  date  of  testator's  death. 

A  principle  of  law  which  should  not  be  overlooked  is  that 
no  beneficiary  who  is  under  age  has  power  to  consent  to  any 
changes  in  the  terms  of  a  trust. 
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Expenses  of  the  Fiduciary 

It  is  always  difficult  to  draw  the  line  between  the  expenses 
of  administration  which  are  properly  chargeable  against  the 
estate,  in  addition  to  compensation  allowed  the  fiduciary,  and 
those  which  should  be  absorbed  by  the  fiduciary  himself.  Usu- 
ally the  office  expenses  of  the  fiduciary  should  not  be  borne  by 
the  estate;  but  the  auditor's  reasoning  on  this  point  must  be 
based  on  the  laws  of  the  particular  state  in  so  far  as  they  fur- 
nish a  guide,  and  upon  the  individual  case  in  hand.  No  attempt 
should  be  made  to  undertake  this  part  of  an  audit  without 
familiarity  with  the  requirements  of  the  law  and  practice  apply- 
ing thereto. 

General 

It  is  evident  that  the  beginning  inventory  of  principal  of  an 
estate  plus  the  verified  principal  receipts  and  less  the  verified 
disbursements  charged  against  principal  should  result  in  a  bal- 
ance at  the  end  of  the  period  which  should  be  accounted  for 
through  a  final  inventory.  In  like  manner  any  income  undis- 
tributed at  the  beginning  of  a  period  plus  income  receipts  less 
disbursements  should  be  on  hand  at  the  end.  Vouchers  should 
be  submitted  to  the  auditor  for  all  pajonents. 

The  items  making  up  such  closing  inventories  should  be 
verified  in  detail.  Cash  items  should  be  substantiated  in  the 
usual  manner,  and  notes,  loans,  etc.,  should  be  fully  verified  on 
the  same  day  as  the  cash.  Securities  should  be  coimted  and 
Usted,  care  being  taken  to  see  that  registered  bonds  and  all 
stock  certificates  bear  the  names  of  the  fiduciary  or  of  all  fidu- 
ciaries if  there  are  more  than  one,  and  also  that  the  serial  numbers 
of  coupon  bonds  are  drawn  off.  Defalcations  by  fiduciaries  have 
been  temporarily  concealed  by  means  of  negotiable  securities 
transferred  from  other  estates  or  borrowed  for  the  occasion. 
Such  transactions  would  probably  have  been  discovered  if  the 
bond  numbers  had  been  recorded  and  verified  each  time  securities 
were  examined. 
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The  verification  of  cash,  securities  and  similar  assets  usually 
presents  no  difficulty  unless  the  cash  is  carried  in  a  bank  account 
wherein  other  funds  are  mingled  with  the  trust  funds.  In  such 
cases  practically  nothing  can  be  done  to  verify  the  stated  bal- 
ance for  a  particular  trust. 

Many  auditors  are  inclined  to  pay  little  or  no  attention  to 
tangible  personal  property,  such  as  jewelry,  silverware,  furniture, 
etc.,  which  has  been  placed  in  the  hands  of  the  fiduciary  and 
which  must  be  accounted  for.  Especially  in  the  audit  of  de- 
cedents* estates  and  of  guardianships,  it  is  often  important  to 
verify  completely  the  existence  of  such  tangible  property  as  is 
claimed  to  be  on  hand  in  the  closing  inventory.  It  is  in  the 
care  and  disposition  of  such  property  that  the  fiduciary  often 
fails  to  give  proper  sup>ervision,  and,  as  is  well  known,  this  class 
of  property  is  often  the  subject  of  family  disputes  which  could 
have  been  averted. 

Liabilities  of  Executors  or  Trustees 

Fiduciaries  may  be  held  liable  if  they  expend  excessive 
amounts  in  trying  to  collect  claims  which  are  considered  to  be 
desperate  or  bad.  They  may  be  held  personally  liable  when 
a  bank  fails  in  case  the  bank  account  is  in  an  individual  name 
without  any  indication  of  fiduciary  capacity.  Deposits  must 
not  be  kept  in  institutions  the  unsoundness  of  which  can  be 
ascertained  through  the  exercise  of  reasonable  prudence.  They 
may  be  charged  with  interest  if  they  do  not  invest  funds  within 
a  reasonable  time.  In  some  states  a  p>eriod  of  from  six  to  fifteen 
months  is  considered  a  reasonable  time,  while  in  several  states 
this  is  limited  to  thirty  days.  Trustees  using  trust  funds  in 
a  business  or  speculation  of  their  own  may  be  required  to  pay 
over  the  profits  therefrom.  If  there  are  losses  they  must  make 
good  the  amount  of  such  losses.  If  they  mingle  trust  funds 
with  their  own  funds  they  are  responsible  for  any  amounts  which 
may  be  required  to  bring  the  trust  funds  up  to  their  full  amount, 
or  the  beneficiary  may  claim  all  the  totals  so  mingled  and  the 
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trustees  can  only  claim  that  which  they  can  identify  as  their 
own. 

Trust  companies,  generally  speaking,  are  liable  for  the  same 
breaches  of  trust.  There  have  been  so  many  cases  of  fraud  in 
connection  with  individual  fiduciaries  that  an  auditor  must 
state,  if  his  advice  is  asked,  that  trust  companies  are  often 
safer. 

Apportionment  of  Stock  Dividends 

The  app)ortionment  of  stock  dividends  as  between  life  tenant 
and  remainderman  is  a  problem  which  has  given  much  trouble 
because  in  some  states  the  inequitable  rule  of  giving  the  entire 
stock  dividends  to  the  Ufe  tenant  has  been  followed.  The  rules 
in  all  jurisdictions  are  not  the  same  and  the  auditor  should 
therefore  ascertain  the  rule  in  force  in  the  state  in  which  the 
estate  is  being  administered  before  passing  on  the  correctness 
of  the  apportionment.  The  law  in  various  jurisdictions  was 
consider,ed  in  the  Matter  of  Osborne^  by  the  Court  of  Appeals 
of  New  York  State.  Reference  should  be  made  thereto,  also 
to  the  local  decisions. 

The  logical  rule  which  now  governs  in  New  York  State  was 
enunciated  by  Mr.  Justice  Chase  in  the  Matter  of  Osborne,  and 
is  as  follows: 

The  proposition  decided  by  us  in  this  case  is,  that  in  all  cases  of  extra- 
ordinary dividends,  either  of  money  or  stock,  sufficient  of  the  dividend  must 
be  retained  in  the  corpus  of  the  trust  to  maintain  that  corpus  unimpaired 
and  the  remainder  thereof  must  be  awarded  to  the  life  beneficiary.  The 
method  of  accomplishing  this  result  is  not  difficvilt.  The  intrinsic  value  of 
the  trust  investment  is  to  be  ascertained  by  dividing  the  capital  and  the 
surplus  of  the  corporation  existing  at  the  time  of  the  creation  of  the  trust 
by  the  number  of  shares  of  the  corporation  then  outstanding,  which  gives 
the  value  of  each  share,  and  that  amount  must  be  multiplied  by  the  number 
of  shares  held  in  the  trust.  The  value  of  the  investment  represented  by  the 
original  shares  after  the  dividend  has  been  made  is  ascertained  by  exactly 

*  209  N.Y.  4S0, 
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the  same  method.  The  difference  between  the  two  shows  the  impairment  of 
the  corpus  of  the  trust.  If  the  dividend  is  of  money  the  amount  of  that 
difference  is  to  be  retained  by  the  trustee  as  capital,  and  the  remainder  p>aid 
to  the  life  beneficiary.  If  the  dividend  is  in  stock  the  amount  of  impairment 
in  money  must  be  divided  by  the  intrinsic  value  of  a  share  of  the  new  stock, 
and  the  quotient  gives  the  number  of  shares  to  be  retained  to  make  the 
impairment  good — the  remaining  shares  going  to  the  life  beneficiary. 

RECEIVERSHIPS 

Receivers*  are  divided  into  general  classes: 

1.  Receivers  in  equity 

2.  Receivers  in  bankruptcy 

The  principal  distinction  between  the  two  classes  is  that  one 
is  created  by  and  functions  under  the  rules  of  the  various  courts 
of  equity,  whereas  the  receiver  in  bankruptcy  is  governed  by 
the  National  Bankruptcy  Act. 

Receivers  in  equity  may  be  appointed  by  the  judges  of  the 
various  judicial  districts  in  the  United  States,  or  by  the  judges 
of  the  respective  courts  of  equity  of  the  state  in  question.  An- 
cillary receivers  are  appointed  in  the  event  that  the  estate  lies 
within  the  jurisdiction  of  more  than  one  court. 

Receivers  in  bankruptcy  usually  take  over  the  entire  estate 
of  bankrupts,  while  receivers  in  equity  take  over  not  necessarily 
an  entire  estate,  but  frequently  only  a  part  or  parcel  of  an 
estate,  whether  it  be  a  corporate,  partnership  or  a  personal 


'  The  following  definition  of  a  receiver  appears  in  34  Cyc.  15  c/  seq.: 
"A  receiver  is  an  indifferent  person  between  the  parties,  appointed  by  the  court, 
and  on  behalf  of  all  parties,  and  not  of  the  complainant  or  defendant  only,  to  receive 
and  hold  the  thing  or  property  in  litigation,  pending  the  suit,  to  receive  the  rents, 
issues,  or  profits  of  land,  or  other  thing  in  question ;  to  receive  rents  or  other  income, 
and  to  pay  ascertained  outgoings,  when  it  does  not  seem  reasonable  to  the  court 
that  either  party  should  hold  it;  to  hold  possession  and  control  of  property  which 
is  the  subject  matter  of  litigation,  and  to  dispose  of  the  same  or  to  deliver  it  to 
such  person  or  persons  as  may  be  directed  by  the  court.  He  is  said  to  be  the  arm 
and  hand  of  the  court,  a  part  of  the  machinery  of  the  court,  by  which  the  rights 
of  parties  are  protected.  When  a  receiver  is  required  not  only  to  preserve 
the  property  but  also  for  the  purpose  of  carrying  on  or  superintending  a  trade  or 

business  he  is  sometimes  called a  receiver  and  manager." 

A  receiver  therefore  is  the  recipient  of  a  trust  not  unlike  an  assignee  or  a  trustee. 
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estate.  A  receiver  in  equity  may  be  appointed  for  rents,  profits, 
any  personal  or  real  property  or,  in  fact,  for  anything  of  which 
the  title  and/ or  p>ossession  is  in  controversy. 

Receivers  may  be  appointed  for  an  extended  definite  or  an 
indefinite  period,  or  temporarily.  The  appointment  of  a  re- 
ceiver in  bankruptcy  is  usually  a  temporary  matter;  whereas, 
in  the  case  of  a  receiver  in  equity,  noticeably  in  the  case  of  rail- 
roads, public  utilities  and  large  industrial  organizations,  the  re- 
ceiver is  more  often  appointed  to  carry  on  the  business  for  an 
indefinite  period  pending  reorganization  or  the  passing  of  the 
occasion  for  the  intervention  of  the  court. 

Accoimting  Engagements  and  Procedure 

As  a  rule,  accountants  are  engaged  immediately  after  the 
appointment  of  receivers.  Usually  statements  of  assets  and 
liabilities  must  be  prepared  within  a  limited  time,  and  from  in- 
formation more  or  less  readily  available;  assets  are  stated  at 
their  book  value  and  in  some  detail  pending  the  determination 
of  fair  values.  Liabilities  are  classified  as  to  preferred,  secured 
or  general  creditors,  names  and  addresses  being  stated  in  each 
instance. 

The  accountant  is  frequently  called  upon  to  furnish  various 
interim  statements  and  reports,  and  occasionally  to  prepare  the 
final  accounting  for  the  receivership.  Limited  investigations 
of  special  subjects  are  also  ordered  from  time  to  time.  The 
auditor  may  be  retained  by  a  committee,  the  stockholders,  the 
creditors,  the  court  or  some  other  party  at  interest,  as  well  as 
by  a  receiver. 

It  is  not  possible  to  prescribe  a  definite  procedure  for  an 
audit  or  an  investigation  of  or  in  connection  with  a  receiver- 
ship until  the  scope  of  the  receiver's  powers  and  duties,  and  the 
character  of  the  things  received  are  determined,  nor  until  the 
objectives  of  the  examination  and  the  scope  of  the  accountant's 
engagement  are  known. 
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Statements  to  Receiver 

In  many  cases  a  preliminary  balance  sheet  is  prepared  from 
the  face  of  the  books  and  audited  in  so  far  as  possible  within 
the  allotted  time,  and  then  only  in  the  matter  of  the  major  items. 
This  statement  is  understood  to  be  only  preliminary  and  is  to 
be  followed  by  a  more  detailed  report.  One  or  both  of  these  re- 
ports, preferably  the  first,  should  include  the  supporting  detailed 
schedules  of  assets  and  classified  liabilities.  The  principal  pur« 
pose  to  be  served  by  this  detail,  including  creditors'  names  and 
addresses,  is  that  the  creditors,  attorneys  and  others  interested 
are  able  to  study  the  situation  without  constant  reference  to 
the  books  and  accounts. 

Since  these  reports  may  be  examined  by  persons  who  are 
interested  in  the  rehabilitation  of  the  estates,  the  auditor  should 
in  some  cases  comment  on  some  of  the  special  features,  such  as 
labor  conditions,  transportation  facilities,  supply  and  demand, 
methods  of  distribution,  whether  favorable  or  unfavorable  to 
a  continuation  of  the  business. 

As  a  rule  an  operating  statement  is  not  made  a  part  of  the 
report,  although  such  a  statement  is  not  entirely  out  of  order. 
The  reports  presented  should  include  a  deficiency  statement. 
This  statement  may  take  the  form  of  a  full  page  report,  or,  as 
it  more  often  does,  may  consist  merely  of  a  statement,  placed 
on  the  liability  side  of  the  balance  sheet,  showing  the  book 
capital  and  surplus  of  the  estate,  from  which  there  would  be 
deducted  the  reduction  in  asset  values  due  to  the  appraisal  of 
the  assets  at  less  than  book  figures,  and  showing  an  adjustment 
of  the  amount  of  any  assets  or  liabilities  included  in  the  balance 
sheet,  but  not  recorded  on  the  books. 

General 

In  receiverships  the  auditor  should  have  in  mind  the  follow- 
ing matters: 

I.  He  should  familiarize  himself  with  the  particulars  of  the 
court's  order  of  appointment,  or  any  subsequent  orders,  so  that 
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he  may  note  any  failure  to  adhere  precisely  to  the  powers  con- 
ferred. 

It  is  an  established  principle  that  a  receiver,  who  is  the  repre- 
sentative of  the  court,  is  supreme  in  all  questions  of  authority. 
This  applies  directly  to  directors,  stockholders,  ofl&cers,  partners, 
relatives,  creditors,  etc.  They  have  no  voice  in  the  manage- 
ment while  the  receiver  is  in  possession,  because  any  such  rights 
which  theretofore  they  may  have  had  are  suspended  from  the 
effective  date  of  the  appointment  tmtil  the  receiver  is  dis- 
charged. 

The  receiver  is  usually  allowed  counsel  to  aid  and  direct 
him  in  the  performance  of  his  duty,  and  the  opinion  of  counsel 
is  in  some  cases  equivalent  to  an  order  of  the  court.  The  auditor 
should,  therefore,  familiarize  himself  with  the  opinions  rendered 
by  counsel. 

The  auditor  may  find  here  fertile  fields  for  investigation,  the 
apparent  results  of  which  will  be  greatly  beneficial  to  the  estate, 
but  unless  he  heeds  the  limitations  of  his  engagement  he  may 
perform  considerable  good  work  and  find  it  difficult  to  obtain 
compensation. 

2.  A  creditor  or  receiver  is  usually  more  interested  in  the 
sound  values  of  the  assets  and  the  availability  of  the  values 
than  in  book  values.  Assets  that  are  pledged  or  hypothecated, 
overvalued  or  inflated;  deferred  charges  to  expense;  damaged 
or  obsolete  items;  or  assets  that  from  any  other  cause  do  not 
appear  to  have  a  recoverable  asset  value  which  may  be  readily 
available,  must  be  valued  in  the  light  of  their  condition,  which 
should  be  noted  in  the  report.    > 

3.  The  accountant  should  note  and  scrutinize  closely  any 
transfers,  assignments  or  sales  of  properties  or  rights,  particu- 
larly the  transactions  appearing  to  be  without  the  usual  order 
of  business,  including  the  transactions  with  stockholders,  direc- 
tors, officers,  partners,  relatives,  employees,  etc. 

4.  The  matter  of  preferences  is  particularly  identified  with 
receiverships  in  bankruptcy,  but  it  is  advisable,  even  in  other 
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instances,  to  note  any  transaction  that  would  appear  not  to 
have  been  entered  into  in  good  faith  and  for  a  proper  considera- 
tion, but  to  have  been  intended  to  affect  the  interest  of  or 
violate  the  rights  of  creditors.  A  preference  means  an  act  pre- 
ferring one  thing  to  another.  In  31  Cyc.  11 59  we  find  this 
definition: 

As  used  in  reference  to  debtor  and  creditor,  an  advantage  in  the  pay- 
ment of  a  debt  due  him,  acquired  by  one  creditor  over  other  creditors;  an 
advantage  given  to  or  obtained  by  one  creditor  over  others;  any  advan- 
tage given  by  previous  payment  to  one  creditor,  to  which  advantage 
aU  other  creditors  were  not  a  party;  some  advantage  over  another;  the 
paying  or  securing  to  one  or  more  creditors,  in  whole  or  in  part,  to  the  exclu- 
sion of  the  rest ;  the  paying  or  securing  to  one  or  more  of  his  creditors  by 
an  insolvent  debtor,  the  whole  or  a  part  of  their  claims,  to  the  exclusion  of 
the  rest ;  the  expression  of  a  motive  or  desire  to  favor  some  creditors  over 
others. 

Preferences  cannot  conveniently  be  discussed  in  detail  in  this 
chapter,  but  the  auditor's  attention  is  directed  in  a  general  way 
to  any  conveyance,  assignment,  transfer,  payment  made,  judg- 
ment suffered,  lien  created  or  security  given,  by  a  debtor,  when 
insolvent,  or  in  contemplation  of  insolvency,  with  the  apparent 
intention  of  giving  an  advantage  to  any  creditor  over  the  other 
creditors,  particularly  within  a  limited  period  prior  to  insol- 
vency, or  within  four  months  prior  to  the  commission  of  an  act 
of  bankruptcy.  Reference  may  be  had  to  the  National  Bank- 
ruptcy Act  and  to  various  state  laws  and  decisions  for  further 
light  upon  this  subject. 

Insolvency  is  defined  in  the  National  Bankruptcy  Act,  with 
which  all  accountants  should  be  familiar.  It  is  defined  in  general 
terms  as  the  inability  to  meet  one's  debts.  22  Cyc.  1259,  gives 
the  following  on  insolvency: 

The  word  (insolvency)  may  be  employed  in  a  restricted  and  technical 
sense  as  importing  "legal  insolvency";  ....  or  again  as  meaning  some 
overt  and  notorious  act  of  insolvency  which  the  law  recognizes  as  insol- 
vency. 
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Insolvency  does  not  mean  an  absolute  inability  of  the  debtor 
to  pay  his  debts  at  some  future  time  upon  a  settlement  and 
winding  up  of  his  affairs,  but  a  present  inability  to  pay  in  the 
ordinary  course  of  business.  Analogous  to  insolvency  are 
transactions  "in  contemplation  of  insolvency." 

5.  The  question  of  fraudulent  representations  of  prosperity 
and  solvency  may  arise.  The  auditor  should  examine  all  financial 
circulars  or  statements  theretofore  published  by  the  representa- 
tive of  the  estate. 

6.  Instances  of  mismanagement,  waste  and  the  like  should 
usually  be  brought  to  the  attention  of  the  receivers  or  other 
interested  parties. 

7.  The  auditor  should  ascertain  whether  there  have  been 
violations  of  the  court's  orders  by  the  unauthorized  satisfaction 
of  creditors'  claims,  unauthorized  delegations  of  authority  on 
deliveries  of  moneys  or  other  assets  to  others,  or  any  other 
failure  to  exercise  in  full  or  to  keep  receiver's  activities  within 
the  powers  conferred. 

8.  The  auditor  should  observe  whether  the  receiver,  if  given 
the  alternative  of  closing  out  or  continuing  a  declining  or  un- 
profitable business,  may  not  be  continuing  apparently  in  the 
hope  of  ultimately  effecting  an  advantageous  sale,  but  in  reality 
be  permitting  the  realizable  value  to  shrink  to  such  an  extent 
that  a  considerable  loss  ultimately  will  be  sustained. 

9.  When  the  accountant  is  engaged  to  audit  and/or  to  pre- 
pare financial  statements  setting  forth  the  assets  and  liabihties 
of  a  concern  just  placed  in  the  hands  of  a  receiver,  or  about  to 
be  placed  in  the  hands  of  a  receiver,  he  should  be  sure  that  all 
credit  balances  in  debtors  ledgers  are  stated  as  liabilities,  and 
that  the  liability  for  accounts  payable  is  not  stated  net  of  the 
debit  balances  in  the  creditors  ledgers.  Outstanding  cheques 
should  be  stated  as  liabilities.  Bank  balances  that  have  been 
seized  as  set-offs  against  obligations  due  the  banks  should  be  so 
stated,  unless  it  is  definitely  ascertained  that  the  right  of  set-off 
does  not  obtain. 


RECEIVERSHIPS  423 

Although  it  is  often  held  that  there  is  a  natural  equity  that  cross  demands 
should  be  offset  against  each  other,  and  that  the  balance  only  should  be 
recovered,  an  equitable  right  of  set-off  must  be  not  only  a  natural  equity, 
but  such  an  equity  as  can  be  enforced  by  judicial  action  ....  But  an  en- 
forceable equity  arises  where  there  is  a  presumption  of  mutual  credit 
between  the  parties,  there  being  an  existing  debt  on  the  one  side  which  con- 
stitutes the  ground  of  a  credit  on  the  other  side,  and  an  express  or  implied 
understanding  that  the  mutual  debts  shall  be  a  satisfaction,  or  set-off  pro 
tanto  between  the  parties  .  .  .  The  mere  right  of  set-off  is  not  of  itself  an 
equity,  and  it  becomes  an  equity  only  in  consequence  of  some  additional 
circumstance,  such  as  insolvency,  or  non  residence,  of  plaintiff  .  .  .  The  in- 
solvency of  the  party  against  whom  the  set-off  is  claimed  is,  as  a  broad 
general  rule,  held  to  be  such  a  special  equity  as  will  induce  a  court  of  equity 
to  take  jurisdiction  to  allow  the  set-off.  If,  however,  the  allegation  of 
insolvency  is  not  sustained  by  proof,  equity  will  refuse  to  aid  .  .  .  and 
there  are  .  .  .  some  very  well  considered  cases  which  hold  that  mere 
insolvency  alone  does  not  constitute  a  ground  for  the  interference  of  the 
court.    (34  Cyc.  636.) 

10.  Effect  should  be  given  to  executory  contracts,  whether 
for  purchases,  sales,  services,  etc.  Claims  or  accounts  rendered 
by  or  against  the  concern,  whether  admitted  by  the  other  party 
or  not,  unless  definitely  withdrawn  before  the  date  of  the  repK)rt, 
should  be  stated.  Any  assets  of  a  negotiable  or  otherwise  alien- 
able nature,  and  perishable  or  wasting  assets,  should  be  clearly 
noted  as  such.  The  question  of  voting  privileges  should  be  ex- 
amined into  in  the  case  of  considerable  holdings  of  the  stock  of  a 
corporation,  as  well  as  any  other  evidence  of  control  of  an  aflSli- 
ated  organization. 

11.  In  an  engagement  where  the  auditor  is  charged  with 
a  review  of  the  opening  entries  of  the  receiver's  books,  he  should 
reconcile  the  receiver's  opening  entries  with  the  position  of  the 
suspended  organization  as  of  the  date  of  the  taking  over  of  its 
affairs.  That  is,  he  should  ascertain  that  all  assets  on  the 
books  of  the  suspended  organization  are  accounted  for  on  the 
books  of  the  receiver.  If  there  is  an  apparent  discrepancy  due 
to  revaluation  at  this  juncture,  care  must  be  exercised  to  deter- 
mine that  it  is  due  only  to  revaluation.    In  most  cases  the 
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assets  taken  over  by  the  receiver  will  be  stated  at  lower  values 
than  those  on  the  books  of  the  suspended  organization. 

12.  The  auditor  should  ascertain  the  status  of  unpaid  sub- 
scriptions to  the  capital  stock  of  a  corporation.  Whether  the 
examination  is  made  of  a  corporation,  partnership  or  a  personal 
estate,  an  accurate  record  of  the  contributors  of  capital  should 
be  established,  and  if  any  further  contributions  are  to  be  made 
such  fact  should  be  noted. 

13.  If  the  engagement  is  to  audit  and  to  present  financial 
statements  of  the  receiver's  stewardship,  care  should  be  exer- 
cised to  express  in  the  report  the  present  status  of  the  old  affairs 
to  the  fullest  extent,  and  to  give  like  expression  to  the  status 
of  the  affairs  arising  from  the  receiver's  activities. 

It  should  be  ascertained  that  the  receiver  has  obtained  title 
as  well  as  possession  of  the  thing  or  things  taken  over.  In  some 
jurisdictions  it  is  only  by  conveyance  that  title  may  pass  to 
a  receiver,  whereas  in  other  instances  it  passes  ipso  facto  with 
the  appointment. 

Care  must  be  exercised  to  see  that  all  assets  and  assumed 
liabilities  were  taken  over  and  continued  properly  in  the  records 
imtil  lawfully  disposed  of.  Advantageous  contracts,  leases  or 
the  like,  should  not  have  been  terminated  except  for  just  and 
fair  cause.  Inquiry  should  be  made  if  it  appears  that  unprofit- 
able contracts,  etc.,  have  not  been  terminated. 

While  the  court  usually  gives  its  receiver  considerable  lati- 
tude in  the  matter  of  settling  claims,  nevertheless  the  auditor 
should  note  the  allowance  of  any  claim  which  in  his  opinion 
had  no  foundation  in  fact  or  which  could  not  have  been  sus- 
tained in  law  or  equity. 

The  accountant  may  well  consider  whether  in  his  opinion 
any  assets  have  apparently  been  disposed  of  to  the  direct  or 
indirect  advantage  of  the  receiver,  the  former  officers  or  owners 
of  the  organization,  or  special  creditors. 

14.  An  auditor  should  always  be  careful  to  ascertain  that 
liabilities  of  the  predecessor  concern  or  individual  are  not  in- 
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separably  mingled  with  those  incurred  by  the  receiver,  because 
the  former  are  payable  only  from  the  estate  after  certain  priorities 
have  been  met,  and  the  latter  are  payable  in  full  prior  to  any 
payment  to  the  creditors  of  the  estate.  In  other  words,  the 
liabilities  and  obligations  incurred  by  the  receiver  are  a  prior 
lien  on  the  estate,  provided  they  represent  outlays  for  necessary 
managing  and  operating  expenses,  proper  and  useful  equipment 
and  improvements. 

The  liabilities  of  the  receiver  must  be  only  those  authorized 
by  the  court.  It  is  not  meant  that  there  must  necessarily  be 
a  court  order  for  every  obligation  of  the  receiver,  but  obliga- 
tions incurred  in  carrying  on  a  business  must  appear  only  where 
the  receiver  is  so  instructed  and  they  must  be  essential  to  that 
procedure.  It  is  especially  important  that  a  definite  cut-ofiE  be 
made  in  the  receiving  records.  All  the  receiving  slips  of  the 
|>eriod  immediately  following  the  receivership  should  be  divided 
into  two  classes:  (i)  those  covering  materials  and  supplies  re- 
ceived on  old  outstanding  purchase  commitments,  and  (2)  those 
covering  materials  and  supplies  received  upon  portions  of  old 
commitments  which  have  been  validated  by  the  receiver  or 
upon  receiver's  orders. 

It  is  very  difficult  at  times  to  differentiate  between  the  lia- 
bilities of  a  concern  and  those  of  the  receiver.  The  diflSculty 
arises  particularly  in  the  case  of  purchases  in  transit  at  the  date 
of  the  appointment.  In  general,  the  law  is  that  the  liability  is 
that  of  the  predecessor  concern  where  the  title  passed  prior  to 
the  appointment.  In  the  event  of  insolvency,  however,  the 
vendor  has  the  rights  of  stoppage  in  transitu  and  the  liability 
becomes  that  of  the  receiver  if  he  agrees  to  accept  the  ship- 
ment. If  the  title  was  with  the  vendor  at  the  date  of  the  ap- 
pointment, the  receiver  may  elect  to  accept  the  shipment  upon 
its  arrival,  and  upon  doing  so  assumes  the  obligation  therefor. 
The  accountant  should,  if  necessary,  refer  all  such  questions  to 
the  receiver,  or  if  pvermitted,  to  his  counsel  for  decision. 

15.  If  the  ultimate  sale  and  dissolution  of  the  estate  are 
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Book 

Values 

$    3.000.00 
350,000.00 


77.000.00 
70,000.00 


SStOoo.oo 


75.000.00 

110,000.00 


30,000.00 


^35,000.00 


Assets 

Cash 

Accounts  Receivable: 

Good 

Doubtful — worth  50% 

Bad $75,000.00 

Less  Reserve s, 000. 00 

Claim  Against  Accommodated  Party  (Esti- 
mated to  yield  50%) 

Merchandise 

Machinery 

Securities   Pledged  with  Creditors: 
Partly  Secured: 

Notes    Receivable    (Deducted   con- 
tra)   

Fully  Secured: 

Buildings 

Land  (at  market) 

Deducted  contra 

X  Y  Co.  Stock  (at  market) 
Deducted  contra 

Excess  over  Claims  against  it 

Good-Will 

Total  Unpledged  Assets 

Less    Preferential    Creditors    (see    con- 
tra)   

Net  Free  Assets  for  Unsecured  Claims 

Deficiency  (see  Deficiency  Account) 


ABC 

Statement  of  Affairs 

Expected  to 
Items  Realize       Shrinkages 

$       2,500.00    I  500.00 

$100,000.00     100,000.00         

80,000.00      40,000.00      40,000.00 

70,000.00       70,000.00 

$250,000.00 

15.000.00        15.000.00 

50,000.00         37,000.00 

20,000.00         50,000.00 


$825,000.00 


$  55,000.00 

$  55,000.00 

30,000.00 

125,000.00 

*I5,000.00 

$180,000.00 

$35,000.00 

*S,000.00 

25,000.00 

10,000.00 

135,000.00 

$337,500.00 
5,000.00 

$333,500.00 
52,500.00 

$385,000.00 

$337,500.00 

*  Increments  in  value. 


A  B  C  Co.  will  be  able  to  pay,  on  the  basis  of  the  above 


matters  within  the  scope  of  the  accountant's  engagement,  he 
must  be  certain  that  any  distributions  to  stockholders  and  divi- 
dends paid  to  creditors  were  made  in  accordance  with  the  laws 
and  orders  in  respect  thereto.  Likewise  in  an  engagement  of 
an  interim  character,  if  partial  distribution  of  dividends  has 
been  made,  they  must  be  closely  scrutinized,  and  the  payments 
examined  to  determine  whether  they  were  properly  made. 

16.  When  reviewing  the  affairs  of  a  reorganization  com- 
mittee or  the  like,  it  must  be  ascertained  that  there  has  been 
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COMPANY 
December  31,  19 18 

Book  T'  ur-i-  .  Expected  to 

Values  LtabtlUtes  Items  Rank 

Unsecured  Creditors: 

Sa49iOOO.oo       Accounts  Payable J3io,ooo.oo       

Less  Partly  Secured 61,000.00  (249,000.00 


Partly  Secured  Creditors: 

61.000.00       Accounts  Payable $  61,000.00       

L«ss  Notes  Receivable  Held  as  Security 55,000.00        6,000.00 


Fully  Secured  Creditors: 
35,000.00      Not«  Payable . .  ._^._._. ..._..... I  as,ooo.oo 


X  Y  Co.  Stock  Held  as  Security 3S.000.00 

Excess  of  Security  Carried  contra $  10,000.00 


175,000.00      Bonds  Payable J17S, 000.00    

S,000.00       Accrued  Interest  on  Bonds 5,ooo.oo$i8o,ooo.oo 

Land  &  Buildings  Held  as  ^Security 180,000.00 


Contingent  Liabilities: 

30,000.00       Accommodation  Notes 30,000.00 

(Maker,  now  bankrupt,  will  pay  50%) 
Preferential  Creditors: 

t,SOOXO  Taxes S     1,500.00       

3,500.00  Wages 3.S00.00       

Deducted  contra I    S,ooo.oo       

250,000.00  Capital  Stock 

25,000.00  Surplus . , 


1825,000.00  1285,000.00 


showing,  81.0  cents  on  the  dollar  of  all  unsecured  claims. 

no  digression  from  tJie  terms  and  conditions  of  their  appoint- 
ments, and  that  their  acts  have  been  performed  in  good  faith. 

Statement  of  Affairs 

The  preceding  statement  of  affairs  and  the  following  de- 
ficiency account,  reproduced  from  Accounting  Theory  and 
Practice,  Volume  II,  by  R.  B.  Kester,  may  be  of  assistance  to 
the  auditor  who  is  required  to  prepare  statements  in  connec- 
tion with  his  examination. 
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ABC  Company 
Deficiency  Account,  December  31,  1918 


Estimated  Shriakagbs 
in  Value: 

Cash $       500.00 

Accounts  Receivable. . . .  110,000.00 
Claim  Against  Accommo- 
dated Party 15,000.00 

Merchandise 27,000.00 

Machinery 50,000.00 

Buildings 20,000.00 

Good-Will 125,000.00 


$347.5oo-oo 


Estimated  Increments 
in  Value: 

Land $  15,000.00 

X  Y  Co.  Stock s.ooo.oo 

Capital  Sunk: 

Capital  Stock 250,000.00 

Surplus 25,000.00 

Net  Deficiency  to  be 
borne  by  Creditors 
(see  Statement  of  Af- 
fairs)         52,500.00 

1347.50000 


CHAPTER  XVIII 

INSTITUTIONAL 

Practically  all  institutions,  whether  educational,  charitable, 
religious  or  welfare,  have  certain  problems  in  common.  Some  of 
these  problems  will  be  treated  in  the  paragraphs  immediately 
following,  while  those  which  are  peculiar  to  any  one  of  the  above 
classes  of  institutions  wUl  be  developed  under  the  specific 
headings. 

GENERAL 

Livestments 

As  a  rule  this  asset  is  the  largest  item  to  be  verified.  The  in- 
vestments should  be  verified  by  examination  or  confirmation  with 
the  depositories.  A  large  part  of  these  investments  are  usually 
donated  or  purchased  to  establish  and  maintain  sp>ecific  funds  or 
trusts.  Some  institutions  have  a  large  number  of  such  funds.  The 
records  should  show  clearly  the  total  amounts  of  all  special 
funds  and  the  invested  and  uninvested  portion  thereof.  The 
auditor  should  ascertain  that  each  fund  has  been  applied  to  the 
purpose  for  which  it  was  established. 

The  purchases  and  sales  of  securities  made  during  the  period 
under  review  should  have  been  authorized  by  some  official  body 
or  committee.  In  some  cases  it  is  required  that  the  purchases 
be  made  in  conformity  with  certain  statutory,  testamentary  or 
other  specific  requirements.  Where  the  investment  items  are 
numerous  the  auditor  should  request  that  a  list  be  prepared  for 
him  giving  full  details  of  each  item.  This  list  should  be  com- 
pared with  the  records  and  the  securities  checked  against  it 
when  the  count  is  made  or  the  letters  of  confirmation  are  re- 
ceived.   Sometimes  the  securities  held  for  each  fund  are  found 
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in  a  separate  envelope  or  holder.  Since  similar  securities  may 
be  held  in  several  funds  it  is  important  in  such  cases  to  guard 
against  the  possibility  of  the  same  item  being  submitted  for 
inspection  a  second  time. 

It  frequently  happens  that  coupons  have  been  detached  from 
some  of  the  bonds  owing  to  the  approaching  maturity  date,  or  for 
some  other  good  reason.  The  auditor  should  satisfy  himself  as  to 
the  regularity  of  such  procedure. 

In  some  cases  securities  are  found  among  the  institution's 
papers  which  are  not  on  the  list  prepared  from  the  records  and  do 
not  appear  in  the  records.  A  notation  should  be  made  of  such 
items  and  the  omission  from  the  records  should  be  investigated. 
Where  such  securities  are  listed  as  "worthless"  it  is  quite  possible 
that  an  investigation  may  reveal  the  fact  that  they  have  a  value. 

One  of  the  problems  in  connection  with  investments  is  the  ad- 
justment made  necessary  on  account  of  the  purchase  of  interest- 
bearing  securities  at  prices  above  or  below  par.  This  adjustment 
is  required  to  preserve  the  amount  of  the  principal  invested  so 
that  when  the  par  is  collected  at  maturity  the  fund  wiU  be  main- 
tained at  its  original  figure.  Some  institutions  amortize  each  in- 
vestment on  a  scientific  basis  for  this  purpose  crediting  the  income 
at  the  effective  rate  instead  of  the  actual  rate  and  applying  the 
difference  as  an  adjustment  to  the  book  value  of  the  security. 
Other  institutions  pool  all  investments  in  a  general  investment 
fund  and  credit  the  income  to  each  fund  at  an  average  rate 
arrived  at  by  dividing  the  total  of  the  investment  fund  into  the 
amount  received  from  all  securities  held  for  this  fund.  Where 
this  plan  is  in  operation  the  amounts  of  the  specific  funds  do  not 
change,  and  the  increase  or  decrease  in  the  amount  of  the  securi- 
ties due  to  maturities  or  sales  usually  becomes  a  part  of  the 
general  fund.  Where  specific  securities  are  donated  for  a  specific 
fund,  as  a  rule,  they  should  not  be  included  in  the  general  fund 
mentioned  above. 

The  income  from  investments  should  be  verified.  The  auditor 
should  ascertain  whether  the  income  from  each  fund  has  been 
applied  to  the  purpose  designated  by  the  donors. 
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Donations  and  Contributions 

The  receipts  from  donations  and  contributions  should  be  ex- 
amined carefully.  The  annual  report  is  of  material  assistance  in 
the  verification  of  these  receipts,  since  the  names  of  the  donors,  and 
usually  the  nature  and  amount,  are  generally  detailed  therein.  If 
the  report  is  not  published  until  after  the  audit,  it  is  desirable 
that  the  auditor  verify  the  proof  sheets  of  the  annual  report  prior 
to  the  final  printing  thereof.  Some  institutions  have  numbered 
receipt  forms  in  duplicate  and  there  is  an  invariable  rule  that  a 
receipt  should  be  prepared  for  each  donation.  This  facilitates  the 
verification  of  donations. 

Many  institutions  and  welfare  organizations  secure  fimds 
through  well-planned  campaigns  for  subscriptions  or  pledges  to  be 
paid  in  instalments  covering,  in  some  cases,  a  period  of  years.  The 
auditor  should  examine  closely  into  the  pledges  which  are  can- 
celed. There  should  be  evidence  in  writing  from  the  subscriber 
or  from  some  committee  or  some  official  in  authority  justifying 
the  cancellation. 

Equipment  and  Supplies 

An  item  which  deserves  si>ecial  consideration  is  the  accounting 
for  equipment  or  suppUes  which  have  been  entrusted  to  officers  or 
employees,  usually  those  operating  in  other  localities  or  for  equij>- 
ment  discarded.  In  many  cases  such  items  have  been  misap>- 
propriated  or  disposed  of  by  the  various  parties  in  question 
without  a  proper  accounting  for  the  proceeds  ever  having  been 
required. 

In  institutions  all  small  equipment  and  supplies  are  generally 
charged  to  ex{>ense  accounts.  Inventories  are  usually  taken  at 
the  end  of  each  year  and  adjustments  made  to  give  effect  to  the 
increases  or  decreases  during  the  period.  Unfortunately  it  is 
not  customary  to  charge  depredation  on  plant  or  equipment, 
the  general  understanding  being  thjit  small  items  will  be  replaced 
from  current  receipts  and  larger  items  through  donations  or 
subscriptions. 
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General 

The  accounts  of  the  majority  of  the  institutions  are  on  a  cash 
basis.  Uncollected  income  and  outstanding  liabilities  are  usually 
ignored  in  stating  their  financial  operations.  It  is  well  for  the 
auditor  to  recommend  changes  in  the  accounting  records  which 
will  make  p>ossible  the  preparation  of  accurate  statements  of  the 
results  of  operations  as  well  as  of  assets  and  liabilities.  These 
statements  are  valuable  to  the  executive  officers  and  trustees  and 
should  form  part  of  the  annual  rep>ort. 

When  preparing  the  statement  of  income  and  expenses  or  of 
receipts  and  disbursements,  the  income  and  expenditure  applic- 
able to  each  fund  should  be  set  against  each  other  with  the  result- 
ing surplus  or  deficit  for  such  fund.  Care  should  be  taken  to  make 
certain  that  the  income  of  the  funds  restricted  as  to  the  applica- 
tion of  the  income  is  not  diverted  and  used  for  purposes  not  in- 
tended by  the  donors. 

Strange  as  it  may  seem,  many  employees  of  institutions  who 
handle  money  are  not  bonded,  and  there  seems  to  be  a  disin- 
clination to  require  bonds  from  such  employees.  Considering  the 
unusual  opportunities  for  peculation  and  the  general  laxity  of 
accounting  methods,  the  bonding  of  the  employees  of  institutions 
should  be  strongly  recommended. 

The  usual  procedure  should  be  followed  in  verifying  the  other 
items,  except  in  special  cases,  as  in  the  audits  of  educational 
and  charitable  institutions,  churches  and  welfare  organizations. 

CHARITABLE  ORGANIZATIONS,  INCLUDING  HOSPITALS 

This  class  of  institutions  includes  hospitals,  asylums,  orphan- 
ages, relief  societies  and  all  organizations  to  relieve  suffering. 

In  hospitals,  asylums  and  like  institutions  considerable  income 
is  received  from  pay  patients.  This  should  be  thoroughly  veri- 
fied. Keeping  a  controlling  account  in  the  general  ledger  for  the 
patients'  accounts  aids  materially  in  verifying  the  correctness  of 
the  income  from  patients. 
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Patients'  Accounts 

Patients'  accounts  are  similar  in  theory  to  those  of  hotel 
guests  and  the  audit  procedure  is  similar.  The  patients  register, 
which  records  the  dates  of  the  arrival  and  departure  of  patients 
and  the  class  of  service  and  accommodations  furnished,  forms  the 
basis  of  the  major  charges  to  the  patients'  accounts.  Charges 
from  the  various  auxiliary  activities  are  received  daily  from  the 
several  departments.  The  patients'  records  can  be  so  arranged 
as  to  permit  of  a  conclusive  audit. 

In  the  average  institution  these  accounts  are  generally  not 
given  the  attention  which  they  deserve  and  consequently  the 
balances,  as  a  rule,  are  not  in  agreement  with  the  controlling 
accounts.  It  is  often  found  that  amoimts  due  by  patients  who 
are  unable  to  pay  have  been  written  off  without  authority  or 
without  making  proper  entries  in  the  general  ledger  and  that 
items  have  been  transferred  from  patients'  individual  accounts 
to  the  accounts  of  the  city,  county  or  state  or  to  a  special  fund 
account  without  preparing  certain  data  required  before  such 
charges  will  be  passed  and  paid.  The  auditor  should  insist  that 
authority  in  writing  for  the  transfer  should  be  obtained  and 
that  where  necessary  the  data  mentioned  should  be  prepared 
before  the  entries  are  made  in  the  controlling  accounts  and  that 
postings  or  transfers  of  the  individual  accounts  should  be  made 
from  such  controlling  account  entries. 

The  employees  handling  the  accounts  as  a  rule  have  only  a 
limited  knowledge  of  bookkeeping  and  generally  have  many 
other  duties,  which  makes  concentration  on  the  accounts  for  any 
f>eriod  of  time  difficult.  Since  the  expanse  of  having  an  auditor 
locate  numerous  small  differences  in  the  patients'  accounts,  aggre- 
gating substantial  amounts,  is  prohibitive,  it  is  very  imp>ortant 
that  rules  be  laid  down  and  followed  religiously  so  that  the  insti- 
tution will  not  lose  through  failure  to  collect  from  all  who  can  pay. 

Sp>ecial  charges  for  services  and  supplies,  such  as  the  use 
of  the  oi>erating  room,  the  X-ray,  pathology,  drugs,  etc.,  should 
be  traced  to  the  accounts  receivable  from  daily  or  other  reports 
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of  the  services  which  are  rendered  or  the  supplies  which  are  issued. 
These  organizations  frequently  take  care  of  persons  sent  to 
them  by  cities,  counties,  etc.,  in  which  cases  the  cities,  counties, 
etc.,  pay  a  stipulated  amount.  In  other  cases  charitable  organiza- 
tions have  special  accommodations  for  p>ersons  who  have  suflScient 
means  to  pay  for  them.  The  auditor  should  ascertain  that  the 
rates  charged  in  such  special  cases  are  based  on  the  cost  of  such 
services.  Charitable  institutions  have  in  some  instances  handled 
these  cases  at  a  loss  because  of  the  lack  of  proper  records. 

Miscellaneous  Receipts 

In  many  institutions  currency  is  received  at  all  hours  of  the 
day  and  night.  It  is  advisable,  therefore,  that  some  sort  of  re- 
ceipt form  in  duplicate  be  used,  which  makes  it  possible  to 
account  for  all  the  original  receipts  issued.  Where  such  a  sys- 
tem is  in  use  any  deviation  should  be  reported  immediately. 

Another  item  of  income  is  from  appropriations  made  by  the 
state.  These  may  be  in  round  sums  or  based  on  the  number  of 
patients  cared  for  at  a  fixed  amount  per  patient. 

In  some  states  the  accounts  of  charitable  institutions  receiving 
state  aid  are  subject  to  audit  by  representatives  of  a  state  bureau. 
These  ofl&cial  audits  are  usually  restricted  to  an  inquiry  into  the 
expenditure  of  the  state  appropriation  and  do  not  embrace  the 
verification  of  other  items  of  income  and  expenditure.  Some 
states  also  prescribe  a  classification  of  expenses  which  institutions 
receiving  state  aid  must  follow,  but  these  classifications  have  not 
as  a  rule  been  planned  with  the  thoroughness  characteristic  of  the 
classifications  prescribed  for  public  service  corp>orations. 

The  use  made  of  trust  funds  bequeathed  to  an  institution  for 
specific  purp>oses  should  receive  the  auditor's  attention.  If  the 
income  from  the  funds  is  not  being  applied  to  the  objects  desig- 
nated by  the  doners,  or  if  the  principal  of  funds  has  been  en- 
croached upon  when  only  the  income  was  to  have  been  used,  it  is 
clearly  the  auditor's  duty  to  call  attention  to  the  matter.  Con- 
tributions and  the  income  from  all  funds  should  be  verified. 
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Expenses 

In  auditing  the  disbursements,  the  actual  cost  of  op)eration 
should  be  ascertained  as  closely  as  feasible  and  the  per  capita  cost 
determined.  This  will  furnish  data  for  comparison  with  the 
op>erations  of  other  institutions  of  like  nature;  such  comparisons 
make  for  increased  efl&ciency. 

Reports  showing  departmental  or  other  distribution  of  ex- 
penses or  costs  are  sometimes  prepared  to  meet  the  requirements 
of  the  co-op>erative  agencies  from  which  aid  may  be  received.  In 
New  York  City,  for  instance,  reports  are  required  by  the  tjnited 
Hospital  Fund,  the  city,  the  state  and  the  Board  of  Charities. 
The  United  Hospital  Fund  report  makes  it  necessary  that  a 
separation  be  made  in  the  income  accounts  between  the  private 
room,  the  semiprivate  room  and  the  ward  income,  and  also  that  a 
careful  division  be  made  of  the  hospital  operating  expenses 
proper,  between  private  room,  semiprivate  room  and  ward 
patients. 

A  per  capita  cost  per  day  for  each  class  must  be  computed  as  a 
basis  for  arriving  at  the  cost  of  the  free  hospital  service  per  day. 
In  determining  these  costs  the  direct  expenses  of  the  out-patients 
departments,  dispensaries,  etc.,  and  the  proportion  of  adminis- 
trative and  other  general  expenses  applicable  thereto,  must  be 
excluded  before  the  expenses  of  the  hospital  proper  are  appor- 
tioned up)on  the  most  equitable  basis  determinable  between  the 
ward,  the  semiprivate  and  private  room  patients. 

A  division  of  each  dollar  used  for  the  maintenance  of  the 
hospital,  as  furnished  by  the  Hahnemann  Hospital  of  New  York 
City,  is  given  below : 

Wages $  .30 

Food 34 

Drags  and  medicines 11 

Maintenance  and  repairs 09 

Administration 04 

Nurses'  training  school 05 

Interest  and  federal  tax  on  endowments 07 

$1.00 
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Financial  Statements 

A  report  of  the  Subscriptions  Investigations  Committee  of 
the  Chicago  Association  of  Commerce,  on  their  investigations 
of  charitable  and  philanthropic  institutions,  states: 

The  Committee  regards  it  as  of  fundamental  importance  that  every 
charity  receiving  indorsement  should  have  its  accounts  audited  by  a  public 
accountant.  During  the  past  year  fifty  organizations  have  had  their  ac- 
counts so  audited  for  the  first  time  in  their  history. 

The  audit  report  contains  detailed  information  relative  to  source  of 
income,  purpose  for  which  funds  are  expended,  assets  and  liabilities,  together 
with  a  statement  made  by  the  auditor  as  to  whether  the  methods  employed 
in  the  system  of  accounting  are  satisfactory  and  up  to  date.  The  audit  alsc 
covers  questions  as  to  the  status  of  insurance  matters  and  as  to  whether  the 
premiums  have  been  fully  met. 

The  experience  of  the  Committee  with  regard  to  a  public  accountant's 
audit  has  strengthened  the  conviction  that  the  audit  is  absolutely  necessary. 
Lax  methods  have  been  discovered  and  frankly  called  to  the  attention  of  the 
boards  of  directors  of  institutions  concerned. 

The  Comptroller  of  the  City  of  New  York  requires  charitable 
institutions  which  receive  public  aid  to  keep  uniform  accounts, 
and  to  submit  to  him  periodical  reports,  using  the  following  forms : 

Comparative  Balance  Sheet 

December  3 1  December  31    Increase     Decrease 
Assets  1920  1931 

Land  and  Buildings $ I $ t 

Furniture  and  Movable  Equipment 

Mortgages  on  Real  Estate  held  as  Invest- 
ments   

Stocks  and  Bonds  on  Hand ; 

Cash  in  Bank  and  on  Hand 

Accounts  Receivable    (Dr.    Balances,   Per- 
sonal Ledger) 

Notes  Receivable 

Inventory  of  Supplies,  etc 

Loans  to  other  Institutions  Uncollected 

Unexpired  Insurance 

Other  Assets  as  follows: 


Total  Assets $ . 

Excess  of  Liabilities  over  Assets 


Total. 


CHARITABLE  INSTITUTIONS— HOSPITALS  437 


Liabilitia  December  31   December  31    Increase  Decrease 

1930  1931 

Unpaid  Mortgages  on  Own  Real  Estate ... .  S I I I 

Accounts  Payable  (Cr.  Balances,  Personal 

Ledger) 

Notes  Payable  other  than  to  Banks 

Unpaid  Loans  from  Bankers 

Unpaid  Loans  from  other  Institutions 

Unpaid  Private  Loans  (e.g.,  from  Religious 

Communities,  Guilds,  etc.) 

Other  Liabilities,  as  follows: 


Total  Liabilities I. 

Excess  of  Assets  over  Liabilities 


Total. 


i<    ^1.    n  t  f  Assets  over  Liabihties  \ 

To  the  Excess  of  <   , .  .  .,.^.  .      .     > 

^  Liabilities  over  Assets  j 

{„  .  I  Income  over  Exf>enses  1 

\  Expenses  over  Income  / 


December  31,  1920 f. 


Add         /   p,             ,    r   Income  over  Exf>enses  1   for  192 1  Per  Income  and  Expense 
Deduct  \  \  Expenses  over  Income  /       Account 


Resultant  Total.  Being  Excess  of    {  .-  1. 1.-  »      .    }  December  31, 193 1..  I. 

(  Liabilities  over  Assets  J 


Comparative  Income  and  Expense  Account 

Year  Ended 
Income  December  31  December  31     Increase     Decrease 

1920  1921 

Care,  Support  and  Maintenance I S S f 

Custodian  and  Ambulance 

Education 

Donations  and  Contributions 

Income  from  Industries 

Sale  of  Supplies 

Legacies 

Membership  Pees 

Entertainments  and  Benefits 

Interest  and  Dividends  on  Investments 

Other  Income  as  follows: 


Total  Inconae S. 

Excess  of  Expenses  over  Income 


ToUl. 
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Year  Ended 
Expenses  December  31  December  31      Increase     Decrease 

1930  1931 


(Classification  as  Prescribed  by  Board  of 
Estimate  and  Apportionment) 

Operating  Expenses: 

Foodstuffs 

Clothing 

Linen  and  Bedding 

Fuel 

Magazines 

Education  (Instruction  and  Educational 

Supplies) 

Other  Supplies 

Salaries  and  Wages 

Professional  Services 

Light 

Forage  and  Care  of  Animals 

Telephone 

Printing,  Stationery  and  Advertising .... 

Postage  and  Telegrams 

Hospital  and  Sanitarium  Charges 

Funerals 

Recreation  Expense 

Miscellaneous  Expense 

Expense  for  Boarding  Out  Children 


Total  Operating  Expense I I . 


Maintenance  of  Plant  and  Equipment: 
Repairs  and  Renewals  of  Plant  and  Fixed 

Equipment I . 

Repairs  and  Renewals  of  Furniture  and 

Movable  Equipment 

Interest  on  Mortgages 

Taxes  on  Real  Estate 

Water  Rates 

Fire  Insurance 


Total  Maintenance  of  Plant  and  Equip- 
ment     I . 


Total  Expenses $ S I $. 

Excess  of  Income  over  Expenses I $ I $. 


The  discussion  of  the  verification  of  securities,  donations  and 
other  items  which  are  peculiar  to  institutions  generally  and  which 
appears  under  the  heading  "Institutional — General"  (see  pages 
429-432)  should  be  considered  in  conjunction  with  the  foregoing 
remarks. 
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EDUCATIONAL  INSTITUTIONS 

Since  the  greater  pK)rtion  of  the  income  of  educational  institu- 
tions is  usually  derived  from  tuition  fees,  dormitory  rents  and 
board,  any  failure  of  the  records  to  control  adequately  the  col- 
lection of  such  income  should  be  reported.  Comprehensive 
tests  should  be  made  to  ascertain  that  all  such  income  has  been 
received  and  accounted  for.  Particular  attention  should  be 
given  to  cases  where  no  tuition  fees,  or  fees  at  reduced  rates, 
are  received,  to  ascertain  that  proper  authority  therefor  has 
been  granted.  The  collection  of  extra  charges  for  diplomas, 
special  examinations,  laboratory  or  school  supplies,  etc.,  should 
be  substantiated. 

In  the  larger  institutions,  the  students  ledger  accounts  orig- 
inate as  parts  of  the  registration  cards.  Another  section  of 
these  cards  must  be  deposited  with  the  deans  of  the  colleges  or 
courses  in  which  the  students  are  matriculated  and  become  the 
basis  of  enrolments  in  and  assignments  to  classes.  The  auditor 
should  compare  a  number  of  the  students'  cards  held  by  the 
deans  of  the  various  educational  departments  with  the  students 
ledger  accounts.  Where  some  such  accounting  control  has  not 
been  provided,  the  published  rep>orts  containing  the  names  and 
courses  of  students  should  be  used  to  verify  tuition  fees,  extra 
charges  for  diplomas,  degrees,  etc. 

In  some  cases  advances  are  made  to  students  without  properly 
recording  such  items.  The  author  has  in  mind  a  case  where  such 
advances  were  charged  to  expense  accounts.  Advances  should  be 
made  only  on  the  authority  of  an  executive  and  they  should  be 
recorded  in  such  a  manner  that  the  open  items  can  be  easily 
identified.  Such  items  should  not  be  charged  off  as  uncollectible 
without  the  approval  of  someone  in  authority. 

The  verification  of  the  amount  of  unpaid  bills  is  quite  a  prob- 
lem in  some  institutions  where  the  purchasing  is  not  centralized. 
In  such  cases  the  receiving  records,  if  any,  and  the  invoices 
entered  subsequent  to  the  period  under  review  should  be  ex- 
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amined  carefully.  Inquiries  should  be  made  of  all  those  author- 
ized to  place  orders  to  make  certain  that  invoices  have  been 
received  for  all  items  ordered  by  them  during  the  p)eriod  under 
review. 

Usually  financial  aid  from  public  or  private  sources  is  re- 
ceived in  accordance  with  a  special  agreement  as  to  their  use 
and/or  repayment.  The  auditor  should  therefore  make  cer- 
tain that  he  is  cognizant  of  the  details  of  agreements  made  in 
connection  with  the  receipt  of  funds. 

Where  publishing  companies  or  departments,  book  stores, 
restaurants,  etc.,  are  operated  in  connection  with  educational 
institutions,  the  revenue  and  expenses  of  these  activities  should 
be  segregated  from  those  of  the  institution  proper.  An  examina- 
tion should  be  made  of  the  accounts  of  these  activities  to  de- 
termine that  they  are  really  earning  a  profit  or  that  the  amount  of 
the  loss  is  not  greater  than  reported  to  the  institution. 

The  verification  of  securities,  donations  and  other  items  pe- 
culiar to  institutions  generally  is  discussed  under  the  heading  of 
"Institutional — General. ' ' 

The  auditor  may  study  with  profit  the  forms  of  reports  rec- 
ommended for  use  by  the  Carnegie  Foundation. 

CHURCHES 

In  the  majority  of  cases  the  audit  of  church  accounts  is  un- 
satisfactory to  the  auditor.  One  reason  is  that  the  church 
treasurer  frequently  is  not  only  the  custodian  of  all  the  church 
funds,  but  is  tacitly  empowered  to  disburse  the  same  at  will. 
There  is  usually  a  total  lack  of  effective  internal  supervision.  At 
times  large  sums  pass  through  a  treasurer's  hands  without  any 
proper  check  being  kept  upon  his  dealings. 

It  is  the  auditor's  duty  to  check  whatever  he  can,  and  at  the 
same  time  to  urge  upon  his  clients,  judiciously  but  impressively, 
the  necessity  for  ordinary  commercial  caution.  He  should  see 
that  all  receipts  are  deposited  in  bank,  and  if  a  balance  appears  to 
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be  on  hand,  that  also  should  be  deposited.  This  is  preferable  to 
an  actual  count  of  cash,  since  in  the  latter  case  the  church  official 
might  exhibit  his  own  funds  without  any  intention  of  having 
them  reach  the  church's  bank  account.  A  certificate  from  the 
bank  direct  to  the  auditor  should  be  obtained,  this  certificate 
indicating  the  balance  in  bank  belonging  to  the  church  at  a  stated 
time. 

In  some  churches  a  collection  register  is  kept  in  which  are 
entered  the  collections  as  made,  the  aggregate  amount  subse- 
quently being  transferred  to  a  cash  book.  The  entries  in  the  col- 
lection register  should,  if  possible,  be  verified  and  initialed  by 
someone  other  than  the  church  treasurer.  Special  collections 
should  be  vouched  for  in  a  similar  manner.  Where  p>ews  are 
rented,  the  pew  rent  register  should  be  compared  with  the  cash 
book.  The  auditor  should  mail  statements  to  the  debtors  for 
accounts  representing  pew  rents  in  arrears.  If  there  is  an  objec- 
tion to  this  procedure  for  certain  accounts,  these  sums  should 
be  thoroughly  investigated  before  including  them  among  the 
assets. 

If  special  funds  have  been  bequeathed  to  the  church,  the 
securities  held  for  such  fimds  should  be  examined.  Vouchers 
should  be  in  evidence  for  all  payments;  these  are  to  be  compared 
with  the  minutes  of  that  board  or  committee  of  the  church 
whose  duty  it  is  to  supervise  its  finances. 

In  at  least  one  denomination  the  sentiment  has  been  expressed 
that  the  accounts  of  a  church  whose  treasurer  handles  moneys  in 
excess  of  a  stated  amount  annually  should  be  audited  by  a  certi- 
fied public  accountant.  When  this  sentiment  becomes  general  we 
shall  see  a  decided  improvement  in  the  method  of  keeping  church 
accounts,  as  well  as  added  safety  in  the  use  and  care  of  church 
funds. 

Some  of  the  problems  in  connection  with  the  examination  of 
securities,  donations,  etc.,  which  are  p>eculiar  to  institutions  gen- 
erally, are  discussed  under  the  heading  of  "Institutional — Gen- 
eral" (see  pages  429-432). 
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CHURCH  ORGANIZATIONS  AND  BOARDS 

Church  organizations,  of  most  denominations,  subdivide  their 
activities  under  various  boards,  such  as  Home  Missions,  Foreign 
Missions,  Church  Extension,  Publication,  Education,  Ministerial 
Support,  etc.  These  boards  are  maintained  by  contributions  to 
the  church,  either  made  direct  to  the  boards  or  appropriated 
monthly  to  them  from  an  executive  board  or  central  committee. 

The  remarks  contained  in  the  preceding  article  on  "Churches" 
are  equally  applicable  to  boards,  such  as  are  described  above. 
In  some  cases  it  is  extremely  difficult  to  perform  a  satisfactory 
audit  of  their  accounts,  mainly  because  the  usual  available  rec- 
ords cover  cash  transactions  only,  and  are  usually  so  confused 
as  to  require  complete  reconstruction  of  the  accounts  before 
an  intelligent  and  comprehensive  statement  can  be  prepared. 

Receipts 

In  verifying  cash  receipts,  the  auditor  should  request  the  pro- 
duction of  all  letters  and  other  papers  received  with  contribu- 
tions from  all  sources.  These  documents  should  be  carefully 
examined  in  order  that  the  receipts  may  be  classified  according 
to  the  purposes  for  which  they  were  received  as  well  as  according 
to  the  nature  of  the  receipts.  Frequently  stocks,  bonds,  mort- 
gages, bills  receivable,  land,  buildings  and  other  property  "in 
kind"  are  contributed,  and  in  the  absence  of  a  journal  and 
general  ledger  only  the  actual  cash  receipts  are  recorded  upon  the 
books.  The  auditor  should,  of  course,  include  all  such  assets 
upon  the  balance  sheet  and  in  the  statement  of  receipts,  and 
should  advise  the  client  to  install  a  general  ledger  in  which  an 
account  should  be  opened  for  each  class  of  asset. 

All  contributions  received  by  the  organization  are  not  given 
unconditionally.  Some  are  given  for  the  purpose  of  erecting  a 
new  building,  a  memorial,  for  Chinese  famine  relief,  Armenian 
relief  and  for  a  variety  of  special  purposes;  others  are  given 
upK)n  the  condition  that  the  board  invest  them  and  use  the  in- 


CHURCH  ORGANIZATIONS  AND  BOARDS  443 

come  therefrom  either  for  its  own  general  purposes  or  for  some 
specific  purposes.  Amounts  axe  given  also  to  the  organization 
to  be  held  in  trust  for  certain  beneficiaries,  the  church  being 
given  the  income  therefrom.  Investments  by  individuals  are 
made  upon  condition  that  the  organization  will  pay  them  in- 
terest semiannually  or  annually  thereon,  at  a  specified  rate, 
until  the  deaths  of  the  investors,  at  which  time  the  money  is  to 
become  the  property  of  the  organization.  It  will  be  seen  that 
special  fund  accounts  must  be  created,  such  as  annuity  funds, 
endowment  funds,  etc.  The  auditor  should  classify  the  receipts 
according  to  the  purposes  for  which  they  were  received,  as  dis- 
closed by  the  examination  of  the  various  documents  which 
accompanied  these  receipts,  and  should  recommend  that  the 
various  necessary  fimd  accounts  be  opened  in  the  general  led- 
ger; all  undesignated  donations  received  by  the  organization 
being  considered  as  general  contributions  and  classified  as  a 
general  fund.  The  unexpended  amounts  of  the  various  funds 
which  are  held  for  specific  purposes  should  be  clearly  set  forth 
upon  the  balance  sheet.  The  actual  working  capital  should  be 
represented  by  the  general  fund,  this  being  the  only  fund  which 
the  organization  should  use  for  general  purposes. 

Special  Fimds 

In  some  instances  it  is  found  that  church  boards  realize  the 
necessity  of  subdividing  various  funds,  and  in  the  absence  of  a 
general  ledger  endeavor  to  record  these  funds  correctly  by  keeping 
a  special  bank  account  for  each  one.  Owing  to  the  large  number 
of  sp>ecial  funds  created,  this  results  in  the  cash  being  subdivided 
between  so  many  banks  that  very  little  interest  is  earned  thereon 
and  frequent  errors  occur  as  a  result  of  the  board's  endeavors  to 
deposit  receipts  and  draw  disbursement  cheques  through  the 
correct  bank  accounts.  Furthermore,  the  very  object  of  keef>- 
ing  these  separate  bank  accounts  is  frequently  destroyed  as  the 
result  of  transfers  made  from  bank  to  bank  without  any  record 
thereof  being  made.    Such  methods  of  accounting  are  not  only 
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obsolete;  they  are  costly.  It  should  be  pointed  out  to  the  client 
that  the  grouping  of  all  cash  into  one  or  two  bank  accounts 
greatly  facilitates  the  operations  of  the  organization,  increases 
its  interest  earnings,  decreases  its  accounting  expense  and  mini- 
mizes the  possibility  of  errors  in  bank  accounts.  The  special 
funds  are  more  readily  kept  in  the  general  ledger.  The  installa- 
tion of  columnar  cash  books  so  arranged  as  to  classify  the 
nature  of  the  receipts  and  disbursements  as  well. as  the  funds  to 
which  they  apply,  greatly  facilitates  the  correct  recording  of 
these  items  and  the  classification  of  the  accounts. 

Receipts  and  Disbursements 

In  auditing  church  organizations  it  should  always  be  borne  in 
mind  that  the  receipts  and  disbursements  should  be  satisfac- 
torily verified,  and  steps  taken  to  ascertain  that  all  receipts  have 
been  entered.  With  a  view  to  verifying  these  items,  all  minute 
books,  or  other  records  of  meetings  held  and  business  discussed  or 
performed,  should  be  read  and  all  receipts  mentioned  therein 
traced  into  the  cash  receipts  records. 

Necessity  for  Audit 

Church  organizations  depend  entirely  upon  the  good-will  of 
the  public.  It  is  therefore  essential  that  every  means  possible  be 
taken  to  safeguard  these  pubUc  funds.  Furthermore,  all  such 
organizations  should  be  required  to  publish  frequent  reports  of 
their  financial  condition  and  of  their  operations  in  order  to 
account  for  their  administration  of  the  funds  placed  in  their  hands. 
Individuals  contributing  large  sums  to  church  organizations,  as 
they  become  more  familiar  with  the  necessity  of  accurate  account- 
ing, are  frequently  requesting  an  accounting  of  the  administration 
of  those  funds,  and  the  time  is  slowly  but  surely  approaching 
when  the  executive  committees  of  all  church  organizations  will 
require  the  annual  examination  of  their  boards  by  professional 
accountants. 

The  verification  of  securities,  donations  and  other  items  pe- 
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culiar  to  institutions  generally  is  discussed  under  the  heading 
"Institutional — General." 

CLUBS 

In  auditing  clubs,  particular  attention  should  be  given  to  the 
collection  of  income.  It  will  frequently  be  found  that  improve- 
ments can  be  made  in  this  feature  of  their  accounting  systems. 
Since  the  members  are  the  club's  proprietors,  their  co-operation 
can  usually  be  obtained,  if  necessary,  in  safeguarding  the  club 
from  being  defrauded  by  its  employees  or  others. 

Members  should  be  requested  to  pay  by  cheque  to  the  order 
of  the  dub  for  all  dues,  house,  restaurant  and  other  charges. 
Where  peculations  have  occurred  they  have  usually  been  from 
currency  receipts,  since  the  chance  of  detection  is  comparatively 
small  if  there  is  no  adequate  system  of  check  on  those  handling  the 
currency. 

Consecutively  numbered  receipt  forms,  charge  slips  and  bills 
should  be  used  wherever  practicable,  as  the  oflSce  copies  thereof 
are  valuable  for  auditing  purposes. 

The  collection  of  dues  can  usually  be  verified  by  examination 
of  the  membership  register.  If  necessary,  the  latter  can,  in  turn, 
be  verified  by  comparing  it  with  the  membership  record  at  the 
close  of  the  preceding  audit,  and  examining  the  minutes  for  names 
of  new  members  and  of  those  resigned,  suspended  or  expelled. 

Dues,  Fees,  etc. 

If  it  is  apparent  that  a  substantial  amount  of  the  dues  will  not 
be  collected,  provision  should  be  made  in  the  annual  statement 
for  the  estimated  amount  of  uncollectible  dues.  Initiation  fees, 
in  cases  where  clubs  are  not  prosperous,  as  well  as  life  member- 
ship fees,  should,  preferably,  not  be  treated  wholly  as  current 
income.  In  clubs  which  are  prosperous  such  income  may  be  re- 
served for  additions  or  betterments  or  for  liquidation  of  existing 
bonded  indebtedness.    A  list  of  members'  accounts  in  arrears 
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should  be  prepared.  It  may  be  desirable  to  bring  these  accounts 
to  the  oflScers'  attention  in  the  report.  Dues,  fees,  etc.,  paid  in 
advance  should  be  included  among  the  liabilities  in  the  balance 
sheet.  Some  clubs  have  special  rates  for  non-resident  members, 
usually  those  living  outside  of  a  prescribed  radius,  with  the  pro- 
vision that  removal  to  a  location  within  the  radius  automatically 
converts  such  non-resident  members  to  resident  members  at  full 
rates.  The  auditor  should  ascertain  whether  all  the  transfers  of 
membership  covered  by  such  a  rule,  are  being  made. 

Room  Charges,  Orders,  etc. 

Whenever  feasible,  registers  should  be  used  as  a  basis  for  room 
charges.  A  good  additional  check  thereon,  which  is  valuable  for 
auditing  purposes,  is  to  have  the  housekeeper  make  a  daily  record 
in  a  suitably  ruled  bound  book  of  occupancies  and  vacancies  of 
rentable  rooms.  Consecutively  numbered  daily  reports  to  the 
office  should  form  the  basis  of  other  house  charges. 

Members'  signatures  are  usually  required  on  orders  received 
by  the  restaurant  and  cigar  stand.  In  some  clubs  where  it  is 
the  practice  to  return  such  orders  to  the  members  monthly  upon 
payment  of  their  accounts,  duplicate  orders  are  obtained  by  the 
use  of  carbon  sheets.  If  these  orders  are  filed  chronologically, 
they  may  be  used  in  connection  with  the  verification  of  the 
deUveries  from  stock  of  beverages,  cigars,  etc.  If  members  can 
be  induced  to  use  consecutively  numbered  ticket  books,  either 
to  be  paid  for  in  advance  or  charged  for  in  total,  the  book- 
keeping is  entirely  eUminated  (in  the  first  instance)  or  materially 
reduced  (in  the  second)  from  that  necessary  when  each  order 
must  be  charged  to  the  personal  accoimt  of  some  individual 
member. 

There  usually  are,  or  ought  to  be,  in  hotels  and  clubs,  miscel- 
laneous receipts  from  the  sale  of  bones,  fat,  and  other  like  sources. 
The  practice,  which  still  exists  in  some  clubs,  of  allowing  the  chef 
to  retain  the  proceeds  from  the  sale  of  kitchen  refuse,  should  be 
discouraged,  as  the  pay-roll  should  show  the  entire  compensation 
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of  all  employees.  Under  the  best  of  conditions  it  is  difficult  to  be 
certain  that  all  such  receipts  have  been  accounted  for,  and  com- 
parisons should  be  made  of  the  receipts  during  the  period  audited 
with  similar  previous  periods,  and,  in  instances  where  no  such  re- 
ceipts are  recorded,  investigation  as  to  the  disposal  of  the  offal  and 
scrap  should  be  made. 

Care  should  be  taken  to  ascertain  that  proper  allowance  has 
been  made  for  depreciation  of  china,  glass,  silverware,  linen  and 
other  furnishings.  Either  of  two  methods  for  doing  this  may  be 
used :  charge  original  cost  of  furnishings  to  asset  accounts  and  all 
renewals  to  expense  accounts,  or  reappraise  the  entire  stock  at 
least  once  annually.  Many  clubrooms  are  from  time  to  time 
lavishly  redecorated  and  refurnished,  and  it  is  well,  instead  of 
charging  the  entire  costs,  which  are  usually  heavy,  to  one  year's 
operations,  to  distribute  the  exp>enditures  equally  over  a  period  of 
several  years. 

It  is  important  that  all  expenses  be  properly  apportioned 
among  the  various  activities  of  the  club  so  that  it  may  be  defi- 
nitely known  whether  those  departments  which  are  in  the  nature 
of  business  activities  are  in  fact  yielding  sufficient  revenue  to  de- 
fray all  the  expenses  (including  a  proportion  of  the  general  ex- 
penses) properly  chargeable  to  such  activities.  Otherwise  it  may 
be  that  departments  which  are  supposed  to  be  self-supporting, 
and  which  may  on  the  face  of  the  figures  appear  to  be  so,  are,  if  all 
exp>enses  chargeable  thereto  are  taken  into  consideration,  op>erat- 
ing  at  a  loss  which  is  being  made  up  out  of  the  receipts  from 
membership  dues. 

In  connection  with  the  audit  of  larger  clubs  the  pages  in  this 
volume  dealing  with  the  audit  of  hotels  and  restaurants  may  be 
read  to  advantage, 

Financial  Statements 

Pro  forma  statements  of  income  and  exp)ense  and  depart- 
mental income  are  given  below  to  familiarize  the  auditor  with 
accounts  peculiar  to  clubs. 
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Blank  Club 

Statement  of  Income  and  Expenses 

For  the  Year  Ended  December  31,  19. ., 

Income: 

Membership  Dues $. 

Initiation  Fees 

Assessments 

Miscellaneous  Income 

Departmental  Profits: 

General 

Restaurant 

Cigars 

Games 


Total  Income. 


Operation  Expense  (other  than  departmental) : 

Salaries $. 

Building  Repairs  and  Alterations    

Depreciation 

Insurance 

Taxes 

Miscellaneous  Expense     

Bad  Debts 

Interest 


Total  Operating  Expense  other  than  Departmental    $. 
Net  Gain  or  Loss  for  Period $. 
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Departmental  Income  Statement 
For  Year  Ended  December  31,  19. 

General     Restaurant       Cigars         Games 

Receipts $ $ I $ 

Inventory  (end  of  period) 


$. 

Inventory  (beginning  of  period) I I f $. 

Purchases 

Wages 

Rent 

Employees'  Meals 

Light 

Telephone  and  Telegraph 

Magazines  and  Newspapers 

Stationery  and  Printing 

Entertainment  and  Miscellaneous 

Laundry 

Fuel 

Miscellaneoiis 

Repairs  and  Renewals 


S. 

Profit  or  Loss  for  the  Period I $ I $. 


CHAPTER  XIX 

AMUSEMENTS 

The  audit  of  theaters,  theatrical  companies,  amusement 
parks  and  motion  picture  companies  is  covered  in  this  chapter. 

THEATERS 

The  auditor  of  theatrical  accounts  must  at  once  recognize 
the  fact  that  in  many  offices  a  cash  system  alone  prevails  and 
that  all  persons  connected  with  the  financial  part  of  the  man- 
agement necessarily  handle  this  currency.  It  is  a  matter  of 
regret  that  a  large  number  of  managers  cannot  be  induced  to 
make  payments  by  cheque  more  generally,  but  up  to  the  present, 
in  many  instances,  representations  and  arguments  presenting 
the  advantages  of  such  a  system  have  not  been  favorably  re- 
ceived. However,  the  practice  is  increasing,  and  in  time,  it  is 
to  be  hoped,  may  become  general. 

While  nearly  all  receipts  are  in  currency,  it  is  not  usual  for 
the  auditor  to  be  expected  to  verify  such  receipts;  this  is  the 
duty  of  the  treasurer,  who  is  considered  sufiiciently  responsible 
for  a  service  that  demands  integrity,  but  no  great  technical 
knowledge  or  unusual  ability. 

Accounting  Procedure 

The  methods  followed  in  keeping  theater  accounts  are  as 
follows:  About  half  an  hour  after  the  beginning  of  each  per- 
formance the  treasurer  of  the  theater  counts  his  unsold  coupon 
tickets,  making  up  a  "rough"  statement  of  the  cash  which 
should  be  on  hand;  to  this  he  adds  the  proceeds  of  sales  of 
"hard  tickets"  (general  admission  and  exchange),  and  then  sub- 
mits this  statement  to  the  treasurer  of  the  company.    The  two 
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treasurers  then  count  the  tickets  contained  in  the  door- tenders' 
boxes,  which,  except  in  stormy  weather,  agree  very  closely  with 
the  rough  statement.  Following  the  count  the  theater  treasurer 
makes  out  a  final  statement,  which  is  signed  by  both  treasurers. 

A  settlement  sheet  is  made  up  at  the  end  of  each  week  by 
the  theater  treasurer,  showing  the  gross  receipts  and  the  share 
due  to  the  theater.  Any  additional  earnings  are  added  thereto, 
and  after  deducting  the  salaries  and  petty  expenses,  the  treasurer 
pays  the  remainder  in  currency  to  the  manager.  About  Tues- 
day of  each  week  the  latter  usually  pays  the  previous  week's 
advertising,  bill-posting,  light,  etc.  In  some  theaters  the  treas- 
urer pays  all  bills  and  settles  with  the  manager  for  the  profit 
or  loss  shown  by  the  weekly  statements  only,  but  this  is  not  a 
common  practice. 

The  treasurer  of  the  theater  also  prepares  a  complete  weekly 
statement  for  the  company  treasurer  and  settles  therefor.  After 
making  these  two  settlements  he  has  on  hand  only  the  receipts 
of  the  "advance  ticket"  sales,  which  latter,  as  elsewhere  con- 
sidered, should  be  verified. 

It  is  well  to  remember  that  the  object  of  theater  bookkeep- 
ing is  to  show  the  result  of  each  week's  business  in  a  manner 
that  will  determine  which  attraction  pays  best.  Such  items  as 
annual  license  fee,  rent,  repairs,  etc.,  should,  therefore,  be  ap>- 
portioned  weekly  on  a  basis  of  a  season  of  thirty  or  thirty-five 
weeks. 

Audit  Procedure 

The  procedure  in  an  audit  of  theater  accounts  should  be  as 
follows : 

Deduct  the  number  of  coupon  tickets  on  hand  from  the 
total  capacity  of  the  house;  find  how  many  "hard  tickets"  were 
furnished  the  treasurer  at  the  beginning  of  season,  deduct  num- 
ber on  hand  at  time  of  balancing,  and  the  remainder  should  be 
accounted  for  in  cash.  The  total  result  should  then  agree  with 
the  cash  and  vouchers  in  the  hands  of  the  treasurer. 
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It  is  necessary  to  ascertain  that  all  nightly  statements  of  the 
period  under  review  are  signed  by  the  treasurers  of  the  com- 
panies. A  check  on  the  proper  division  of  receipts  may  be  had 
by  examination  of  the  contracts.  These  also  enable  the  auditor 
to  know  that  the  proper  shares  of  extras  have  been  collected 
from  companies.  He  should  also  inquire  into  the  manner  of 
preparing  pay-rolls,  in  connection  with  which  reference  to  an 
attendance  book  is  necessary.  This  book  records  the  names  of 
persons  entering  the  premises  by  the  stage  door  before  a  per- 


Attraction . 
Terms. . . . 


.Week  of  Season 


Management 

.Week  of  Engagement 


RECEIPTS 


Day 


Gross 


House  Share 


Monday 

Tuesday 

Wed.  Mat 

Wed.  Eve 

Thursday 

Friday 

Sat.  Mat 

Sat.  Eve 

Extra  Mat 

Sunday  Concert 

Total  Week    

House  Share 

Collected  Electric  Light .... 

Total  Receipts 

Total  Expenses  of  Week 

Net  Profit  or  Loss  for  Week , 


$. 

$. 

$. 

$. 


THEATERS 
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American  Theater 

Statement  of  Receipts  and  Expenses 

for  Week  Ending 

EXPENSES 


House  Salaries 


Trades  Bills 


Repairs,  Sundries,  etc. 


Front: 
Manager 
Treasurer 

Assistant  Treasurer 
Press  Agent 
Main  Doorkeeper 
Gallery  Doorkeeper 
Advertising   Agent 

Account 
Ushers 
Water  Boj^ 
Cleaners 

Engineer  and  Staff 
Fireman 
Carriage  Man 
Porters 
Office  Boy 
Telephone  Clerk 
Special  Officers 
Ladies'  Maids 
Superintendent 
Elevators 

Stage: 

Stage  Carpenter  and  Staff 
Electrician  and  Staff 
Property  Man  and  Staff 
Stage  Clearers 
Stage  Doorkeeper 
Night  Watchman 

Orchestra: 
Leader 

Regular  Musicians 
Extra 


Printing 

Engraving  Co. 

Ticket  Co. 

Electric  Current 

Gas  Co. 

Bill  Posting  Go's. 

Watch  Signal  Service 

Electric  Signs 

Ice 

Miscellaneous  Box  Office 

Telephone 

Painting 

Coal  Company 

Water  Account 

Disinfectant  Co. 

Properties 

Inspection  Sprinklers 

Laundry 

Safety  Filter 

Carting 

Sign  Painting 

Housekeeper's  Supplies 

Wagon  Hire 

Newspaper  Advertising 


Carpenter's  Account 
Engine  Account 
Electrical  Account 
Plumber's  Account 
Elevator  Account 
House  Repairs  Account 

Total  Expenses 
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formance,  and  from  it  fines  for  absence  or  lateness  are  deter- 
mined.   Proper  approval  of  all  pay-rolls  should  be  secured. 

Since  both  the  treasurer  and  his  assistant  have  access  to  the 
same  cash,  it  is  readily  seen  that  a  difficulty  obtains  due  to 
the  division  of  this  responsibiUty.  A  similar  difficulty  arises  in 
connection  with  the  weekly  payments  to  the  manager.  After 
making  settlement  with  him,  the  cash  remaining  represents  the 
advance  ticket  sales,  which  should  be  verified  at  the  time.  How- 
ever, managers  seldom  count  a  large  number  of  tickets,  and 
consequently  more  than  one  defalcation  has  been  covered  up 
or  carried  along  by  using  advance  sales  to  conceal  shortages. 
Strip  tickets  used  largely  by  vaudeville  or  continuous  perform- 
ance houses  are,  of  course,  easily  counted. 

Statement  of  Receipts  and  Expenses 

A  statement  of  weekly  receipts  and  expenses  is  given  on 
pages  452  and  453,  to  indicate  the  nature  of  these  items. 

THEATRICAL  COMPANIES 

A  treasurer's  cash  book  is  the  basis  of  the  accounts  of  a 
theatrical  company.  It  should  be  balanced  weekly,  at  least. 
From  it  several  accounts  as  here  classified  (known  as  "produc- 
tion" accounts)  are  built  up.    These  include: 

Preliminary  Expenses.  Incurred  during  rehearsals,  such  as 
salaries  of  manager,  musical  director  and  orchestra,  hall  rent, 
typewriting  parts,  etc. 

Properties.  Including  almost  everything  used  in  the  stage 
representation  other  than  scenery,  costumes,  or  electrical  ap- 
paratus, such  as  furniture,  draperies,  animals  (either  papier 
mach^  or  alive),  flowers,  etc.  Perishable  articles  should,  of 
course,  be  absorbed  in  current  expenses  and  not  charged  to 
properties. 

Costumes.     Includes  clothing,  shoes,  wigs,  etc. 

Electrical  Apparatus.     In  this  item  are  included  calcium 
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lights  and  special  devices.  If  the  electrical  equipment  is  rented 
instead  of  being  owned,  the  rental  is  chargeable  to  current  ex- 
penses. 

Scenery.  The  work  of  building  and  painting  is  usually  done 
under  contract.  The  scenery  may  be  built  by  one  firm  and 
painted  by  different  artists.  A  difficult  landscape  would  prob- 
ably be  done  by  a  high-priced  artist,  but  the  painting  of  a 
simple  interior  or  other  less  pretentious  setting  would  be  done 
by  a  cheaper  man. 

Accounting  System 

The  accounts  which  might  be  kept  by  an  average  producer 
would  include: 

Production  account,  representing  the  producing  cost,  in- 
cluding prop>erties,  scenery,  costumes,  electrical  appa- 
ratus and  preliminary  exp>enses 

Storage  account 

R.  &  D.  account  for  each  attraction,  i.e.,  receipts  and  dis- 
bursements 

Income  from  leased  productions 

Income  from  royalties 

Motion  picture  rights 

Miscellaneous  sales 

Advances  to  actors,  managers,  etc. 

General  expenses 

Even  though  producers  may  advance  their  own  ideas  and 
write  their  own  manuscripts,  many  ideas,  stories,  manuscripts, 
etc.,  are  purchased.  It  is  customary  for  the  producer  to  advance 
considerable  sums  as  part  payment  of  purchase  price  (providing 
the  manuscript  is  considered  worth  while),  so  that  the  producer 
or  his  reader  may  study  the  manuscript.  If,  after  reviewing  the 
manuscript,  it  is  not  considered  practical  and  therefore  not  pro- 
duced, the  advance  must  be  forfeited  and  considered  a  loss  to 
the  producer. 
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Statement  of  Receipts  and  Disbursements 

A  form  of  treasurer's  weekly  statement  is  given  below  which 
indicates  the  expenses  usually  met  with. 

Treasurer's  Statement 
For  the  Week  Ending 


Date         Time        Town      Theater      Weather 

Gross 

% 

Net 

Total 

Sun.  Mat. 
Sun.  Eve. 
Mon.  Mat. 
Mon.  Eve. 
Tues.  Mat. 
Tues.  Eve. 
Wed.  Mat. 
Wed.  Eve. 
Thurs.  Mat. 
Thurs.  Eve. 
Fri.  Mat. 
Fri.  Eve. 
Sat.  Mat. 
Sat.  Eve. 

Total  Recee 
Total  Disbu 

PTS      

$.. 

RSEMEf 

;rTS 

Net  Receipt 

3  FOR 

Week 

$ 

Audit  Procedure 

Vouchers  representing  expenditures  for  the  foregoing  items 
should  be  examined.  In  addition,  an  audit  would  include  the 
verification  of  receipts  by  comparing  them  with  the  nightly 
statements  signed  by  the  house  treasurer;  and  also  seeing  that 
the  fines  imposed  by  the  stage  manager  are  accounted  for.  The 
company's  earnings  statement  is  made  up  weekly. 

While  the  books  of  the  managers  and  producers  as  a  rule 
furnish  only  weekly  totals  of  the  operations,  the  details  which 
appear  in  the  weekly  statements  are  always  available,  since 
these  statements  are  filed  for  ready  reference. 
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Voucher 
Date  Disbursements  No. 

R.  R.  Fares  from  to 

R.  R.  Fares  from  to 

R.  R.  Fares  from  to 

R.  R.  Fares  from  to 

R.  R.  Fares  from  to 

R.  R.  Fares  from  to 

R.  R.  Fares  from  to 

Excess  baggage  or  baggage  car  charges  (per  list  attached) 

Salaries,  Company  Week  ending  at 

Salary  Week  ending  at 

Salaries,  Agents  Week  ending  at 

Agents  Expense  account  Week  ending  at 

Baggage  and  Scenery  Transfer 

Royalty 

Extra  Advertising,  Company  share 

Supers 

Repairs  on  Wardrobe 

Carpenter's  Account,  Repairs  on  Scenery 

Properties 

Stage  Expenses  and  Extra  Help 

Telegrams,  Postage  and  Exchange 

Piano  or  Organ 

Express  and  Freight  Charges 

Lights,  Calcium  or  Electric 

Miscellaneous  BUls 

Extra  Orchestra 

Sleepers 

Manager's  Account 

Incidentals 

Office  Expenses 

Printing  Account 

Total  Disbursements  for  the  Week  t 


The  manager  of  a  theater  or  an  attraction  on  the  road  who 
formerly  settled  all  bills  in  currency  now  has  a  bank  account. 
He  settles  a  majority  of  his  bills  and  makes  his  weekly  settle- 
ment with  headquarters  by  cheque.  A  complete  settlement  is 
generally  made  each  week.  If  there  is  a  profit,  the  manager 
sends  his  cheque  for  the  amount  with  his  weekly  statement. 
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If  there  is  a  loss  the  manager  wires  the  amount  of  the  los<? 
and  a  deposit  is  made  in  his  bank  account  for  such  amount. 
The  weekly  statement  giving  the  details  of  the  loss  is  forwarded 
to  headquarters.  Needless  to  say,  these  managers'  bank  bal- 
ances should  be  verified  by  correspondence.  Any  weekly  settle- 
ments which  are  not  made  promptly  should  be  brought  to  the 
attention  of  the  executives. 

Depreciation 

Owing  to  the  uncertainty  of  the  outcome  of  theatrical  pro- 
ductions, definite  rules  for  the  treatment  of  depreciation  cannot 
be  stated.  The  whole  cost  of  an  unsuccessful  production  should 
be  written  off  forthwith;  on  the  contrary,  the  copyright  of  a 
successful  play  does  not  depreciate  rapidly  in  value.  In  New 
York  the  total  cost  of  production  is  written  off  against  the  first 
year's  business.    This  is  obviously  the  safest  practice. 

AMUSEMENT  PARKS 

The  peculiarity  of  accounts  of  amusement  parks  hes  in  the 
large  income  that  results  from  the  leasing  to  others  of  certain 
concessions  within  the  parks  and  the  large  expense  caused  by 
the  extensive  advertising  campaign  that  precedes  the  opening 
of  the  season.  This  preUminary  expense  is  usually  distributed 
proportionately  over  the  weekly  periods.  This  is  one  of  the  few 
business  enterprises  in  which  weekly  balance  sheets  and  income 
statements  are  prepared. 

If  the  enterprise  is  a  new  one  the  auditor  may  find  that  large 
amounts  covering  organization  expenses  have  been  capitalized 
which  should  be  written  off  over  the  shortest  possible  period. 

Audit  Procedure 

If  the  attractions  are  operated  by  the  park  management, 
the  auditing  does  not  differ  greatly  from  that  done  for  other 
types  of  business. 
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Where  there  are  concessionaires  there  are  many  written  con- 
tracts or  agreements  to  be  examined.  These  vary  from  those 
providing  for  a  fixed  rental  received  weekly  from  the  conces- 
sionaire to  those  which  provide  for  a  division  of  the  profits  or 
of  the  gross  receipts  on  a  fixed  percentage  basis. 

The  concessionaire,  besides  dividing  his  gross  receipts  with 
the  park  owners,  may  be  required  to  assume  all  of  the  oi>erating 
exp>enses  of  his  concession  and  in  addition  be  required  to  pay 
a  proportionate  amount  towards  the  general  operations  of  the 
park. 

In  most  instances  where  there  are  concessionaires,  the  park 
management  pays  the  wages  of  the  cashier  engaged  in  selling 
tickets  and  of  the  ticket  taker  for  the  concession.  It  is  a  simple 
matter  to  verify  the  tickets  sold  since  each  ticket  is  numbered 
and  they  are  generally  carried  in  rolls. 

In  the  case  of  candy  and  refreshment  booths,  restaurants 
and  cigar  stands,  no  tickets  are  sold  and  cash  registers  are 
generally  used.  The  park  authorities  coUect  all  the  currency, 
and  a  percentage  of  the  gross  receipts  is  paid  over  to  the  owner 
of  the  concession.  This  simplifies  the  accounts  somewhat  and 
tends  to  create  a  feeling  of  co-operation  between  the  owners 
and  the  concessionaire.  When  the  receipts  for  the  day  are  large, 
as  is  usually  the  case  on  holidays  and  week-ends,  currency  is 
collected  several  times  a  day.  During  other  days  of  the  week 
once  or  twice  is  sufficient.  The  amounts  of  currency  handled 
are  large  and  require  care  in  verifying.  This  is  usually  done  by 
comparing  the  receipts  with  the  tickets  sold  in  some  conces- 
sions, and  with  the  cash  register  sales  in  other  concessions. 

In  some  parks  where  accounts  with  the  concessionaires  are 
settled  weekly,  it  is  necessary  to  keep  an  account  with  each 
concessionaire,  and  a  controlling  account  for  all  concessions. 

The  change  fund  of  the  park  management,  from  which  the 
cashiers  receive  currency  to  make  change,  any  other  change 
funds,  the  expense  funds  and  the  receipts  for  the  day  should  be 
verified.    These  items  should  be  verified  simultaneously,  if  pos- 


^ 


460  AUDITING— SPECIAL  POINTS 

sible,  to  prevent  the  submitting  and  the  counting  of  the  same 
cash  items  twice. 

A  complication  in  the  distribution  of  the  receipts  from  ad- 
missions arises  when  "combined  tickets"  are  used.  These  cover 
general  admission  and  admission  to  several  special  attractions, 
the  whole  cost  being  less  than  the  aggregate  of  the  individual 
admissions.  In  such  cases,  the  allocation  of  such  receipts  is 
generally  made  over  the  various  concessions  on  a  pro  rata 
basis. 

The  lighting  of  the  park  is  frequently  a  large  item.  Reduced 
rates  are  generally  obtained  through  a  contract  with  an  electric 
illuminating  company  which  bills  the  park  for  all  the  conces- 
sions, the  park  management  in  turn  collecting  from  all  the 
concessionaires.  In  some  instances  the  park  owns  its  plant  and 
sells  current  to  exhibitors  and  attractions. 

The  reserve  for  depreciation  on  buildings,  owing  to  the  usual 
flimsy  construction,  should  be  high  enough  to  write  off  the  cost 
of  installation  in  a  very  short  period.  In  some  cases,  to  be  con- 
servative, it  may  be  advisable  to  distribute  the  cost  of  the 
structure  over  the  operations  of  the  first  year. 

The  larger  amusement  park  enterprises  carry  heavy  liability 
insurance  policies.  If  such  insurance  is  not  carried,  an  amount 
should  be  included  in  the  weekly  operating  costs  for  probable 
claims,  so  that  a  claim  arising  at  the  end  of  the  season  may  not 
turn  a  profit  into  a  heavy  loss. 

Some  amusement  parks  are  owned  or  associated  with  steam- 
ship or  electric  railway  utilities  for  which  they  act  as  feeders. 
It  is  not  to  be  expected  in  such  cases  that  the  amusement  park 
will  necessarily  show  a  profit. 

MOTION  PICTURES 

In  the  audit  of  a  motion  picture  producing  enterprise  special 
attention  should  be  given  to  the  following  features  peculiar  to 
that  industry : 
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Artists*  compensation  agreements 

Literary  rights 

Studio  properties 

Laboratory'  equipment  and  inventories 

Negative  costs 

Positive  costs 

Negative  and  positive  inventory  values 

Film  rentals 

Film  rental  prepayments  and  deposits 

Office  fixtures 

These  special  features  will  be  discussed  in  the  order  named. 

Artists'  Compensation  Agreements 

Some  of  the  leading  actors  and  actresses  are  engaged  under 
agreements  which  provide  that  they  shall  be  paid  for  their 
services  a  simi  equivalent  to  a  specified  percentage  of  the  gross 
receipts  of  every  kind  and  nature  for  the  use  of  the  pictures  in 
which  such  p>ersons  appear.  These  agreements  usually  guar- 
antee a  minimum  income  to  the  artist,  of,  say,  not  less  than  a 
stated  amount  per  picture.  Under  other  arrangements,  the 
compensation  of  some  of  the  most  prominent  moving  picture 
stars  is  obtained  through  the  division  of  the  profits  of  an  individ- 
ual company  organized  for  the  exclusive  purpose  of  producing 
the  pictures  of  such  actors.  In  some  cases  one-half  of  the  stock 
is  owned  by  the  main  producing  corporation;  the  other  half  is 
owned  by  the  artist,  and  with  the  exception  of  the  salary  paid 
to  the  actor  or  actress,  no  income  is  received  by  either  the  pro- 
ducing company  or  the  artist  upon  any  picture  until  the  receipts 
from  its  exhibition  exceed  its  total  cost. 

A  satisfattory  audit  of  these  relations  is  a  difficult  task  be- 
cause the  larger  motion  picture  producers  have  many  such 
agreements  and  comp>ensation  arrangements,  and  the  terms  of 
the  contracts  with  the  various  artists  vary  greatly.  The  auditor 
should  carefully  review  each  of  these  contracts  and  should  give 
particular  attention  to  ascertaining  that  amounts  equivalent  to 
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the  proper  percentage  of  the  gross  receipts  or  share  of  net  profits 
has  been  paid  or  accrued  upon  such  agreements,  and  that  any 
advances  to  the  artist  have  been  properly  accounted  for. 

Literary  Rights 

Expenditures  for  Uterary  rights  are  carried  as  an  investment 
until  work  is  started  upon  the  picture,  at  which  time  they  are 
transferred  to  picture  costs.  The  auditor  should  determine  that 
on  all  pictures  started  the  cost  of  literary  rights,  if  any,  has  been 
transferred  to  picture  costs  and  that  the  remainder  of  the  ac- 
count represents  literary  rights  exclusively  the  property  of  the 
cUent.  There  have  been  instances  in  which  the  auditor  has 
found  that  literary  rights  have  been  carried  as  an  investment 
and  that  the  book  or  play  upon  which  the  rights  were  based 
had  already  been  picturized  and  released  by  a  competitor;  under 
such  circumstances  it  is  doubtful  whether  such  rights  have  any 
value.  When  literary  rights  have  been  held  for  a  considerable 
time  and  when  during  that  same  period  the  client  has  been  hard 
pressed  for  scenarios  to  keep  the  studio  busy,  it  is  strong  evi- 
dence that  the  literary  rights  owned  are  of  doubtful  value. 

Literary  rights  are  frequently  a  considerable  item  in  the  cost 
of  a  picture.  When  the  rights  have  been  purchased  for  a  fixed 
sum  no  difficulty  presents  itself  in  the  treatment  of  such  an  item 
as  a  part  of  picture  costs,  but  when  rights  are  purchased  on 
royalty  or  a  percentage  of  profits  basis  it  is  not  practical  to 
predetermine  the  cost.  Li  such  cases  no  part  of  the  royalty 
is  included  as  cost  but  is  considered  a  reduction  of  gross  in- 
come. 

Almost  every  studio  has  on  hand  a  number  of  stories  for 
future  use,  the  cost  of-  which  is  shown  on  the  books  in  the  sce- 
nario account.  The  auditor  should  ascertain  that  only  unused 
scenarios  are  included  in  this  account  and  also  that  the  account 
does  not  include  the  cost  of  any  stories  that  have  become  worth- 
less, a  condition  which  sometimes  arises  from  causes  occurring 
subsequent  to  the  acquisition  of  the  stories. 
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Studio  Properties 

Studio  prop>erties  include  the  studio  buildings,  camera  equip>- 
ment,  lighting  equipment,  "props,"  including  flats,  furniture, 
rugs,  pictures,  etc.,  wardrobe  including  costumes,  hand  props, 
such  as  canes,  stage  jewelry,  etc. 

The  studio  buildings  may  be  of  modem  construction,  steel 
and  brick  or  concrete,  in  which  case  if  glass  skylight  and  like 
replacements  are  charged  to  maintenance  the  depreciation  rate 
may  be  as  low  as  2  p>er  cent.  If  the  buildings  are  of  less  per- 
manent character  the  depreciation  rate  may  be  as  high  as  15 
per  cent. 

Camera  equipment  is  movable  and  therefore  the  accuracy 
of  this  account  is  best  safeguarded  by  frequent  physical  inven- 
tories. Where  the  auditor  finds  that  physical  inventories  are 
not  frequently  taken  and  the  accounts  adjusted,  there  exists  a 
strong  probability  that  the  account  has  become  inflated  by 
charges  for  replacements  and  the  failure  to  remove  from  this 
account  obsolete  and  discarded  equipment. 

Lighting  equipment  may  be  divided  into  two  classes,  namely, 
fixed  equipment,  consisting  of  the  generating  or  transforming 
units,  switchboards  and  panels  and  the  wiring  to  the  various 
stage  outlets.  The  auditor  should  ascertain  that  charges  to  this 
account  represent  betterments  or  additions  and  that  maintenance 
or  repair  charges  are  not  included.  This  equipment  is  com- 
parable to  the  electric  generating  equipment  in  an  industrial 
plant  and  is  subject  to  the  same  depreciation.  The  other  group 
consists  of  the  portable  or  movable  equipment,  such  as  electric 
lights  and  reflectors.  This  portable  equipment  is  subject  to 
hard  usage  and  loss  from  breakage,  and  the  rate  of  depreciation 
and  obsolescence  is  high.  It  is  a  good  plan  to  inventory  this 
equipment  frequently  for  the  purpose  of  ascertaining  the  value 
in  its  present  condition  and  to  keep  a  record  of  it. 

Props  are  either  made  at  the  studio,  purchased  or  rented. 
When  rented,  the  item  should  not  be  included  in  the  equipment 
account.    The  practice  in  some  instances  is  not  to  carry  the 
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original  cost  of  manufacture  or  purchase  price  as  equipment, 
but  to  charge  these  items  directly  to  the  cost  of  the  picture  in 
which  the  articles  were  first  used.  This  method  is  correct  when 
the  props  are  of  a  special  nature  and  cannot  be  used  in  other 
pictures.  If  the  props  are  for  general  use,  which  is  frequently 
the  case,  the  original  cost  should  be  carried  as  equipment.  The 
life  of  this  equipment  is  short  and  a  periodic  inventory  is  a  more 
satisfactory  method  of  arriving  at  its  value  than  the  cost  less 
a  fixed  rate  of  depreciation  method. 

Scenery  may  be  defined,  for  our  purpose,  as  that  portion  of 
the  scene  or  set  which  is  fixed  or  attached  to  the  stage  platform 
or  other  such  foundation  as  is  used.  The  type  of  scenery  most 
frequently  used  is  built  up  of  a  number  of  units  such  as  mantle- 
pieces,  doors,  stairways  and  the  flats  of  which  the  walls  and 
ceilings  are  constructed.  These  various  units  are  used  over  and 
over  again  until  unfit  for  use.  Many  studios  charge  the  cost 
of  making  these  pieces  to  the  picture  imder  production  at  the 
time  the  pieces  are  made,  but  the  cost  of  these  units  should  be 
carried  as  equipment  and  the  values  adjusted  by  periodic  in- 
ventories. 

Another  type  of  scenery  is  that  which  is  specially  constructed 
for  the  particular  picture  in  which  it  is  used.  In  such  cases  the 
cost  should  be  charged  directly  to  the  picture.  However,  this 
special  scenery  is  not  always  dismantled  but  may  be  used  in 
later  pictures;  in  such  cases  some  studios  charge  a  major  portion 
of  the  cost  to  the  first  picture  and  carry  the  remainder  of  the 
cost  as  equipment  and  distribute  it  to  subsequent  pictures. 

It  is  the  custom  for  the  producers  to  supply  the  actors  with 
character  costumes  only,  the  actors  furnishing  such  ordinary  or 
modem  wardrobe  as  may  be  required.  As  a  result  such  costumes 
as  are  made  or  purchased  by  the  producer  are  usually  for  a  par- 
ticular picture  and  of  little  or  no  use  for  other  pictures,  and  the 
cost  is  chargeable  directly  to  the  cost  of  the  first  picture. 

The  auditor  will  frequently  find  the  book  value  of  props  and 
wardrobe  to  be  too  high.    The  management  is  oftentimes  in- 
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clined  to  be  over-optimistic  about  the  possibilities  for  their  future 
use.  Physical  inventories  of  these  properties  should  be  taken 
{)eriodically  and  conservatively  valued.  A  commendable  prac- 
tice is  to  charge  the  first  picture  with  the  full  cost  of  such  items 
and  credit  the  picture  with  their  salvage  value  which  takes  into 
consideration  the  f)ossibility  of  reuse.  The  property  is  carried 
as  an  asset  at  the  salvage  value  determined,  and  if  subsequently 
used,  a  rental  charge  is  made  for  its  use  and  the  rental  earning 
is  applied  to  the  credit  of  studio  overhead. 

Frequent  sales  are  made  of  this  class  of  prop>erty  and  the 
auditor  should  ascertain  that  a  prop>er  accounting  is  made  for 
the  proceeds  of  such  sales. 

Laboratory  Equipment  and  Inventories 

The  prop)erty  accounts  covering  the  laboratory  buildings  and 
equipment,  in  which  the  negatives  are  developed  and  the  posi- 
tives manufactured,  present  problems  no  different  from  those 
involved  in  the  verification  of  the  usual  plant  accounts.  It 
must  be  borne  in  mind  that  the  industry'  is  comparatively  new 
and  that  the  manufacturing  processes  are  still  passing  through 
the  development  period,  and  the  resulting  effect  of  this  condi- 
tion upon  depreciation  and  obsolescence  rates  must  be  con- 
sidered. 

Supply  inventories  are  subjected  to  the  customary  tests  and 
verifications. 

Work  in  process  consists  of  the  pictures  in  various  stages  of 
completion  and  positive  film  in  manufacture. 

The  value  of  pictures  in  process  is  determined  by  the  use 
of  studio  cost  records  with  a  separate  account  for  each  picture. 

Negative  Costs 

Studio  cost  is  a  term  corresponding  to  factory  cost.  The 
following  outline  indicates  generally  the  character  of  the  ex- 
penditures entering  into  the  cost  of  producing  the  master  or 
original  negative  films: 
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Direct  Charges: 
Salaries  and  wages  of: 

Compensation  of  principal  artists,  contract  talent 

Temporary  talent  » 

Directors  and  assistants 

Cameramen 
Scenario 

Purchase  price,  or  scenario  department  cost  applying  to  scenario  prepared 
for  picture 
Location  fees 
Scenery 

Cost  from  technical  department  or  proportion  of  cost  where  scenery  is  to 
be  used  in  other  pictures 
Properties  ("Props") 

Purchase,  or  outside  rental.    Loss  and  damage.    Incidental  expenses 

Rental  of  company-owned  articles 
Wardrobe 

Purchase,  or  outside  rental.    Loss  and  damage.    Incidental  expenses 

Rental  of  company-owned  articles 
Lights 

Cost  of  electric  lighting,  from  technical  department,  also  other  artificial 
lighting 
Negative  film 

Raw  negative  film.    Laboratory  expenses.     Cutting.     Editing.   Titling 
Positive  film  and  stills 

Raw  positive  film.    Plates.    Laboratory  expenses 
Automobile  expense 

Hire  or  cost  from  automobile  department 
Traveling  and  hotel  expenses 
Accident  expenses.    Chargeable  direct  to  picture 
Miscellaneous.    Unclassified  expenses 
Overhead 

The  cost  of  negatives  (from  which  inventory  values  are  de- 
termined) includes  a  proper  proportion  of  the  indirect  costs  of 
making  the  picture.  These  indirect  costs  may  be  of  the  fol- 
lowing nature: 
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Studio  Overhead: 


Stock  retaining  salaries 
General  salaries 
Rent 

Stationery 

Postage,  telephone  and  telegraph 
Liability  insurance 
Fire  insurance 

Miscellaneous  auto  hire,  not  chargeable  to  a  production 
Freight,  express,  etc. 
Hotel  and  travel 

Title  department  expenses,  not  chargeable  to  a  production 
Miscellaneous  expense 
Plant  maintenance 
Scenic  supplies 
Carpenter  supplies 
Electrical  supplies 
Scenario  expense 
Research  and  library 
Depreciation 
Released  production 
•  Light,  heat  and  power 

Lighting,  power  and  other  indirect  expenses,  as  shown  in  the 
attached  summary,  are  grouped  under  the  one  title  of  "Studio 
Overhead,"  which  formerly  was  charged  to  pictures  on  the 
peculiar  basis  of  ** camera  days."  That  is,  the  number  of  days 
elapsed  between  the  first  shooting  date  and  the  last  shooting 
date  of  a  picture  constituted  the  number  of  camera  days  for 
that  picture,  and  the  sum  of  all  camera  days  on  all  pictures  in 
work  during  the  week  or  month  at  that  studio  was  used  as  the 
basis  for  spreading  this  overhead.  Investigation  proved  this  to 
be  a  very  unfair  method,  particularly  for  the  cheap>er  pictures, 
and  these  indirect  charges  are  now  spread  on  the  basis  of  total 
direct  charges  against  each  picture  for  the  period. 

Weekly  and  monthly  inventories  of  footage  are  taken  and 
laboratory  costs  are  prepared  showing  the  footage  cost  of  nega- 
tives and  positives  developed  during  the  period.     Laboratory 
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expense  is  distributed  to  picture  costs  on  the  basis  of  film  foot- 
age which  has  been  produced  by  the  laboratory. 

In  the  operation  of  the  laboratory,  recovery  of  the  silver  in 
waste  film  and  hypo-mud  amounts  to  a  considerable  item.  Some 
companies  sell  this  waste  film  and  mud  to  outside  assayers  upon 
various  bases,  but  the  larger  laboratories  do  their  own  reclaim- 
ing. In  either  event  the  auditor  should  ascertain  that  a  proper 
accounting  is  made  for  all  revenue  from  this  source. 

Positive  Costs 

The  cost  of  the  positive  prints  is  comprised  of  the  cost  of 
the  raw  film  and  materials  used  and  the  printing  costs,  such 
as  labor,  supplies,  laboratory  expenses,  overhead  and  items  of 
like  nature. 

Negative  and  Positive  Inventory  Values 

Some  companies  charge  off  the  entire  cost  of  negatives  upon 
the  release  date  of  a  picture  rather  than  upon  the  basis  of  amor- 
tization here  described.  This  is  conservative  but  will  not 
always  produce  an  accurate  showing  of  net  income.  When  a 
production  may  be  sold  outright  at  a  fixed  price  this  problem 
would  not  be  encountered,  but  when  a  title  to  production  is 
retained  and  the  picture  is  released  through  the  company's 
exchanges  or  leased  on  a  state  rights  basis,  the  problem  is  pres- 
ent. It  should  be  recognized  that  at  this  juncture  the  producing 
company  becomes  a  distributing  company. 

Experience  has  shown  that  the  average  exhibition  life  of 
pictures  can  be  quite  definitely  fixed  in  advance,  and  this  is  an 
important  factor  in  the  determination  of  the  proper  proportion 
of  negative  costs  which  should  be  charged  against  the  income 
from  time  to  time  and  also  the  determination  of  the  proper 
residual  or  inventory  value  of  the  pictures. 

It  has  been  ascertained  from  the  past  experience  of  some 
companies  that  the  exhibition  life  of  the  average  motion  picture 
is  from  about  eighteen  months  to  two  years,  and  its  revenue  is 
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received  in  fairly  well-known  ratios  to  its  age.  It  has  been  the 
experience  of  most  distributors  of  feature  pictures  that  when 
simultaneous  releases  are  made  in  all  United  States  territory, 
approximately  60  per  cent  of  all  income  from  United  States 
territory  is  earned  during  the  first  three  months  after  release, 
35  per  cent  between  and  including  the  fourth  to  twelfth  month, 
and  the  remainder  after  the  first  year.  These  percentages  are 
cited  primarily  for  the  purpose  of  illustration,  and  must  not  be 
deemed  conclusive.  The  auditor  should  base  his  conclusions 
largely  upon  the  statistical  records  of  the  client's  own  experience. 

It  is  customary  for  the  distributors  to  tabulate  their  revenue 
monthly  by  pictures,  and  from  this  data  on  a  sufficient  number 
of  releases  establish  the  average  percentage  which  each  month's 
revenue  bears  to  the  total  revenue.  The  theory  is  that  if  rev- 
enues are  received  at  given  rates  the  negative  cost  should  be 
written  off  at  the  same  rate. 

The  foregoing  percentages  apply  particularly  to  certain  fea- 
ture pictures,  and  although  the  same  principle  appUes  in  the 
case  of  comedies  and  serials,  the  estimated  earning  life  of  the 
two  latter  types  of  pictures  varies  from  that  of  feature  pictures. 
Comedies  have  also  some  value  as  fill-ins.  The  life  of  serials 
varies  from  that  of  features.  Because  of  the  cumulative  public 
interest  they  reach  a  monthly  earning  peak  at  a  later  time  in 
their  life. 

The  positive  prints  which  are  distributed  to  the  exhibitors 
are  subject  to  physical  wear  and  tear,  and  should  be  written  off 
more  rapidly  than  the  negatives.  Their  useful  life  rarely  ex- 
ceeds one  year.  Replacements  of  destroyed  reels  or  portions 
thereof  are,  of  course,  current  charges. 

In  some  instances  pictures  may  not  appeal  to  the  public, 
therefore  the  revenues  may  be  small  and  justify  the  prompt 
writing  off  of  the  entire  production  cost  or  at  least  readjusting 
its  value  prop)ortionate  to  the  estimated  revenues  of  the  par- 
ticular pictures  based  upon  the  yield  of  the  early  months  of 
their  release. 
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A  portion  of  the  cost  of  the  production  may  be  allocated  to 
foreign  releases  as  distinguished  from  domestic  releases,  based 
upon  the  proportionate  income  from  the  two  sources.  Where 
the  foreign  business  is  done  on  a  so-called  "sales"  basis,  rather 
than  on  a  rental  basis,  the  negative  cost  allocated  thereto  should 
be  charged  against  revenue  in  the  same  month  that  the  sale  of 
the  picture  is  recorded. 

Film  Rentals 

The  distribution  of  the  pictures  is  effected  through  ex- 
changes or  by  the  affiliated  distributing  companies,  or  outright 
sale.  These  exchanges  or  distributing  companies  submit 
weekly  statements  showing  the  business  transacted  during  that 
period  and  they  are  charged  the  amount  due  the  producers  as 
shown  by  such  statements.  The  auditor  should  test  the  accu- 
racy of  the  rentals  recorded  in  the  general  accounts  by  com- 
parison with  a  number  of  the  exchange  reports.  Any  portion 
of  the  rentals  retained  by  the  distributing  companies  or  foreign 
agencies  should  be  authenticated  by  an  examination  of  the  dis- 
tributing agent's  contracts.  The  portions  of  the  rentals,  if  any, 
payable  to  authors,  artists  or  others  imder  contracts  should  be 
verified. 

Film  Rental  Prepa3rments 

The  customer  or  exhibitor  is  often  charged  with  and  pays 
an  advance  deposit  on  the  film  rental  contract.  This  advance 
may  be  in  either  one  of  two  forms:  one  is  a  deposit  to  be  ab- 
sorbed at  the  conclusion  of  a  contract  running  one  or  more 
months,  such  prepayments  being  carried  as  customers'  deposits. 
The  other  form  of  advance  is  to  pay  for  specific  pictures  for  use 
during  a  week,  the  customer  usually  being  charged  with  the 
rental  at  the  beginning  of  the  week,  when  the  cash  is  received. 

Domestic  exhibitors  usually  sign  a  uniform  form  of  con- 
tract. Foreign  contracts  vary  greatly,  and  must  be  examined 
for  guarantees  and  various  important  provisions. 
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Tests  should  be  made  of  the  actual  movement  of  positives  to 
insure  against  their  being  rented  without  prop>er  accounting 
being  made. 

Advance  billings  are  a  Uability  of  the  distributor  and  are 
offset  by  the  account  receivable  or  cash  collected.  In  New  York 
State  the  law  requires  such  advances  to  be  kept  in  a  bank  ac- 
count separate  from  the  companies'  funds  and  interest  thereon 
must  be  credited  to  the  proper  exhibitor. 

Motion  picture  distribution  is  practically  on  a  cash  basis. 
Many  of  the  exhibitors  are  small  and  financially  irresponsible, 
so  that  overdue  accounts  receivable  are  generally  worthless. 

Advertising 

Advertising  matter  concerning  a  motion  picture  is  usually 
originated  by  the  producer  and  sold  to  the  exhibitor.  This 
advertising  matter  consists  of  posters,  window  displays,  news- 
paper cuts,  inserts,  novelties,  etc.  A  certain  amount  of  adver- 
tising may  also  be  done  by  the  exhibitors  themselves.  The  pro- 
ducers also  advertise  extensively  on  their  own  account  to  attract 
exhibitors. 

The  expenditure  for  general  publicity  should  be  a  profit  and 
loss  charge.  Some  producers  consider  it  a  part  of  the  picture 
cost  and  amortize  it  over  the  life  of  the  picture.  Since  the 
present  trend  of  this  class  of  advertising  is  to  exploit  the  pro- 
ducing company  more  prominently  than  the  featured  pictures, 
it  seems  preferable  to  consider  the  advertising  cost  as  an  expense 
item. 

The  auditor  should  test  the  sales  billing  of  advertising  mat- 
ter and  give  particular  attention  to  the  inventory  on  hand. 
The  quantities  on  hand  should  not  be  inconsistent  with  the 
quantities  required  during  the  remaining  life  of  the  picture,  and 
should  be  valued  at  not  more  than  cost.  Advertising  matter 
for  pictures  withdrawn  from  exhibition  is  of  no  value. 

It  may  be  mentioned  here  that  if  accessories  are  dealt  in  they 
should  be  considered  as  in  the  case  of  any  trading  enterprise. 
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Office  Fixtures 

The  offices  of  a  distributor  frequently  contain  artistically 
and  expensively  decorated  reception  and  projection  rooms.  In 
determining  the  proper  rate  of  depreciation  the  auditor  should 
have  in  mind  that  artistic  tastes  are  akin  to  fashions  and  sub- 
ject to  frequent  changes.  In  New  York  City  particularly,  th3 
center  of  the  industry  has  frequently  changed,  and  the  recover- 
able value  of  such  decorations  is  small  in  comparison  to  their 
cost. 


CHAPTER  XX 
MISCELLANEOUS 

(Part  I) 

In  this  and  the  two  following  chapters  are  discussed  the 
salient  features  of  certain  businesses  which  are  more  conveniently 
dealt  with  here  than  in  other  chapters  of  this  volume. 

ADVERTISING  AGENCIES 

An  advertising  agency  is  the  agent  both  of  the  advertiser  and 
of  the  pubUshers. 

In  obtaining  new  business  the  advertising  agency  usually  sub- 
mits to  a  prospective  cUent  a  plan  based  upon  the  client's  pro- 
posed expenditure  for  a  certain  period,  showing  the  advertising 
media  and  the  amount  of  space  to  be  used  in  each,  which  it  is 
estimated  will  produce  the  best  results  for  the  cUent  in  the  in- 
crease of  his  sales.  The  media  to  be  used  depends  upon  the 
advertiser's  product. 

A  nationally  used  article  should  be  advertised  mostly  in 
magazines  having  a  circulation  covering  the  entire  United  States 
and  in  the  leading  newspapers  in  the  largest  cities,  whereas  a 
locally  used  article  should  be  advertised  mostly  in  local  news- 
papers. In  addition  to  these  the  use  of  car-cards,  billboards  and 
display  cards  for  dealers  may  be  suggested.  After  the  plan  is 
adopted  by  the  advertiser  the  agency  makes  a  contract  for  him 
with  each  of  the  publishers  for  the  amount  of  space  to  be  used  as 
outlined. 

The  publishers  of  the  leading  magazines  are  members  of  an 
association,  one  of  the  rules  of  which  is  that  each  publisher  shall 
quote  the  same  rates  to  all  advertisers,  that  is,  its  published 
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rates.  These  rates  must  be  charged  to  the  advertiser  by  the 
agency.  The  agency  pays  the  publisher  the  amount  charged  less 
the  cash  discount  allowed  by  the  publisher  for  payments  made  on 
the  discount  rate  fixed  by  the  publisher.  These  publishers  allow 
all  recognized  agencies  the  same  commission,  which  is  based  upon 
a  certain  percentage  of  its  published  rates  but  allow  no  commis- 
sion on  business  placed  directly  with  them  by  any  advertiser. 

The  advertising  placed  with  newspaper  publishers  is  handled 
somewhat  differently.  An  agency  usually  makes  a  contract  for 
its  client  with  a  newspaper  publisher  for  a  certain  amoimt  of 
space  to  be  used  during  the  campaign,  say  10,000  lines  at  the 
10,000-line  rate.  If  at  the  termination  of  the  contract  this 
amount  of  space  has  not  been  used,  the  advertiser,  through  the 
agency,  is  charged  for  the  difference  between  the  contract  rate 
and  the  next  higher  rate  on  the  amount  of  space  used.  The 
agency  renders  monthly  invoices  to  the  advertiser  for  the 
amount  of  space  used  during  the  month  at  the  contract  rate  less 
the  commission  allowed  by  the  newspaper  publisher  and  to  this 
amount  the  agency  adds  a  commission  which  is  agreed  upon 
between  the  agency  and  its  client. 

The  car-cards,  billboards  and  advertising  matter  for  dealers 
are  purchased  by  the  agency  by  contract  from  printers  and 
charged  to  the  advertiser  at  cost  plus  an  agreed  commission. 

Some  agencies  have  their  own  art  department  which  prepares 
drawings  and  sketches  to  be  used  in  illustrations.  The  client  is 
usually  charged  for  this  work  at  the  same  rate  that  the  agency 
would  have  to  i5ay  for  the  work  if  done  by  somebody  outside  of 
their  organization.  The  copy  for  the  advertisements  is  prepared 
by  the  agency  without  charge  to  the  client. 

From  the  foregoing,  the  importance  of  what  is  known  as  the 
checking  book  is  quite  obvious.  It  is  a  loose-leaf  book  containing 
sheets  which  are  carbon  copies  of  the  contracts  sent  to  publishers. 
On  these  sheets  are  provided  spaces  for  each  day  in  the  calendar 
year  in  which  to  record  the  amount  of  space  of  each  insertion  of 
an  advertisement  in  the  publication.    These  sheets  serve  a 
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double  purpose,  viz.,  they  contain  all  the  information  necessary 
to  prepare  the  invoices  to  the  client  and  to  verify  the  charges 
made  to  the  agency  by  the  pubUshers. 

All  items  of  cost  of  car-cards  and  other  advertising  matter  are 
assembled  on  cost  cards  for  each  particular  job. 

Audit  Procedure 

It  is  important  that  the  auditor  of  an  advertising  agency  as- 
certain that  the  accounting  system  in  use  embraces  a  good  inter- 
nal check  on  the  actual  advertising  done,  on  the  credits  to  pub- 
lishers therefor  and  on  the  charges  to  the  clients  for  the  advertis- 
ing and  commissions,  also  that  the  system  is  actually  being 
carried  out  in  practice. 

A  good  system  provides  for  the  charges  to  the  clients  (for  the 
advertising  and  commissions),  the  credits  to  the  publishers  (for 
the  value  of  space  occupied  in  their  periodicals)  and  credit  to  the 
agency's  commission  account,  to  be  made  in  one  entry  from  the 
same  original  data.  If  a  "space"  account  is  carried  in  the 
agency's  general  ledger  and  is  used  as  the  medium  through  which 
the  charges  to  the  clients  and  the  credits  to  the  publishers  are 
made,  the  auditor  should  ascertain  that  the  balance  therein 
consists  of  the  aggregate  value  of  specific  advertising  not  yet 
charged  to  the  clients,  but  credited,  to  the  publishers,  and  of 
q)ecific  advertising  not  yet  credited  to  the  publishers,  but 
charged  to  the  clients. 

The  contracts  of  the  agency  with  the  publishers  of  periodicals 
and  with  the  clients  should  be  examined,  and  the  rates  for  adver- 
tising and  commissions  should  be  tested  with  the  agency's  rec- 
ords to  ascertain  that  the  credits  to  the  publishers  for  space 
and  the  charges  to  the  clients  for  advertising  and  commissions 
are  being  correctly  made.  The  auditor  should  give  particular 
attention  to  verifying  the  client's  accrued  liability  for  the  cost 
of  space  used.  Some  publishers  do  not  render  bills  for  sp)ace 
regularly.  It  is  very  important,  therefore,  that  the  cost  of  all 
space  used  and  charged  clients  be  carefully  accounted  for. 
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Many  advertising  agencies  should  have  qualified  as  personal 
service  corporations  under  the  1918  Revenue  Act  and  as  cor- 
porations "with  nominal  capital"  under  the  1917  law.  A  full 
treatment  of  this  subject  will  be  found  in  the  author's  Income 
Tax  Procedure,  1922,  Chapter  XXIV. 

POSTER  AND  OTHER  OUTDOOR  ADVERTISING 

There  are  two  general  classes  of  what  may  be  called  "poster" 
or  outdoor  advertising  businesses,  which  may  be  defined  as: 

1.  Those  erecting  and  owning  sign  boards  or  sign  "loca- 

tions," which  in  turn  are  of  three  general  types:  (a) 
electric  signs;  (b)  fence,  roof  or  wall  "boards"  used  for 
lithographed  posters;  (c)  wall,  fence  or  other  locations 
used  for  painted  signs. 

2.  Those  doing  what  may  be  called  brokerage  business,  i.e., 

leasing  sign  boards  from  owners  and  in  turn  selling  the 
space  thus  obtained  to  advertisers. 

In  the  case  of  the  first  named,  the  more  important  features 
are  as  follows: 

Rental  of  Locations. — Locations  for  signs  of  all  types  are 
rented  from  property  owners  for  periods  varying  from  one  month 
to  a  number  of  years.  Payment  of  rental  may  be  made  monthly, 
quarterly,  semiannually  or  yearly.  Usually,  regular  leases  are 
secured. 

Erection  of  Signs. — Having  secured  leases  of  locations,  the 
sign  boards  or  electric  signs  are  erected.  The  better  plan,  as  far 
as  the  capitalization  of  expenditures  is  concerned,  especially  in 
the  case  of  wooden  boards,  is  to  set  up  in  the  plant  account  only 
the  original  cost  of  the  signboard  or  electric  sign.  Thereafter 
all  repairs  and  renewals  should  be  charged  to  expense,  and  it  will 
not  be  necessary  to  provide  a  reserve  for  depreciation. 
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"Showings." — A  showing,  in  the  case  of  poster  advertising, 
consists  of  a  display  of  a  certain  number  of  posters  for  a  fixed 
time.  For  example,  a  "full  showing"  may  provide  for  the  show- 
ing of  posters  on,  say,  3,600  boards,  distributed  throughout  a  cer- 
tain territory.  Half  and  quarter  showings  may  also  be  arranged. 
There  is  generally  a  fixed  charge  for  a  full  showing.  Special 
terms  may  of  course  be  made,  but  this  is  not  generally  done. 
"Commercial"  showings  are  usually  made  on  a  monthly  basis; 
"theatrical"  advertising  on  a  weekly  basis. 

Placing  the  Posters. — The  poster  company  sees  to  the 
placing  of  the  signs,  providing  its  own  workmen,  also  the  paste 
required  and  the  heavy  white  paper  used  for  "backing"  or  trim- 
ming the  sign  to  give  a  more  finished  appearance.  The  adver- 
tiser is  required  to  furnish  the  lithographed  posters  which  are 
used.  Usually  new  posters  are  put  up  once  a  month  in  the  case 
of  commercial  advertising;  but  at  more  frequent  intervals  in  the 
case  of  theatrical  advertising.  An  extra  charge  is  made  for  any 
additional  changes  in  posters. 

Supplies  Used. — All  supplies,  such  as  the  white  trimming 
paper,  paste  and  paint,  are  generally  charged  to  expense  when 
purchased.  Lumber  used  in  renewing  or  repairing  signboards 
is  likewise  charged  to  expense.  Where  the  expenditure  for  such 
supplies  varies  materially  from  year  to  year,  it  is  advisable  to 
inventory  such  supplies  at  the  end  of  each  fiscal  p>eriod  in  order 
that  the  accounts  may  more  properly  reflect  the  operations  of 
the  period. 

Audit  Procedure 

From  the  above  it  is  seen  that  the  matters  requiring  the 
auditor's  particular  attention  are: 

I.  Verification  of  rental  payments  on  locations  leased  for 
signs,  and  of  the  prepaid  or  accrued  rental.  The  actual  leases 
should  be  compared  with  the  "lease  books"  where  the  essential 
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facts  as  to  leases  are  recorded,  together  with  the  record  of  rental 
payments  thereon.  These  are  to  all  intents  and  purposes  ac- 
counts payable  ledgers.  It  is  not  necessary  to  examine  all  leases 
but  thorough  tests  should  be  made. 

2.  Examination  of  the  plant  account  should  be  made  to  see 
that  proper  adjustments  are  made  for  costs  of  new  boards  or 
electric  signs  erected,  and  for  signs  demolished. 

3.  "Showings"  are  posted  all  through  the  period  in  order  to 
keep  the  workmen  properly  employed,  but  usually  are  considered 
to  date  as  from,  say,  the  ist,  5th,  loth,  15th,  20th  and  25th  of  a 
month,  except  in  the  case  of  theatrical  advertising,  which  is  on 
the  weekly  basis.  Advertisers  are  billed,  therefore,  for  a  "show- 
ing," we  will  say,  running  from  November  5  to  December  5.  It 
is  to  be  noted  that  frequently  showings  extend  into  the  succeeding 
fiscal  period,  e.g.,  from  December  25  to  January  25.  Assuming 
that  the  advertiser  is  billed  in  December  for  the  entire  month's 
showing,  the  question  then  arises  as  to  how  much  of  this  income 
should  properly  be  credited  to  the  period  ending  December  31. 
A  division  of  the  expense  should  be  made  on  as  equitable  basis  as 
possible.  Although  the  showing  extends  into  the  following  fiscal 
period,  all  the  labor  has  been  consumed  during  the  first  period. 

Examination  of  Contracts  with  Advertisers. — A  num- 
ber of  these  should  be  carefully  examined,  especially  the  larger 
ones,  to  see  that  the  advertiser  has  been  properly  billed,  etc. 

In  regard  to  the  companies  not  owning  the  sign  boards,  but 
doing  practically  a  brokerage  business,  the  auditor's  task  is 
somewhat  easier.  Contracts  with  owners  of  sign  boards  usually 
are  made  on  a  uniform  basis,  in  other  words,  at  a  definite  rate 
per  unit  of  space  available.  (The  sign  boards  generally  are 
built  to  accord  with  a  standard  size.)  The  advertiser  in  turn 
pays  a  fixed  rate  per  unit  of  space. 

Internal  Check. — Due  to  the  tremendous  amount  of  de- 
tail involved  (the  author  has  in  mind  a  company  which  rents 
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boards  from  approximately  10,000  different  owners),  it  is  im- 
practicable to  attempt  any  thorough  test  of  rental  payments, 
etc.  The  auditor  can  more  profitably  devote  his  time  and  atten- 
tion to  a  study  of  the  system  in  use  and  the  internal  check 
in  force. 

Since  space  is  usually  leased  at  a  fixed  rate,  the  gross  profit 
of  the  company  bears  a  distinct  ratio  to  the  cost  of  sign  loca- 
tions and  to  the  total  rental  received  from  advertisers.  Where 
this  is  found  to  be  true,  it  is  easy  to  verify  the  income  from 
rental  by  comparison  with  the  amount  paid  the  owners  of  the 
sign  locations. 

Commissions  paid  salesmen  for  securing  advertising  also  is 
•  usually  at  a  uniform,  fixed  rate  or  per  cent  of  the  rental  re- 
ceived.   Hence  this  usually  can  be  verified  easily. 

As  for  the  system  of  internal  check,  it  is  well  to  provide  th^t 
entirely  separate  departments  shall  handle  such  matters  as  the 
following: 

1.  Recording  of  leases  and  preparation  of  lists  of  rental 

payments  to  be  made 

2.  Payment  of  rental 

3.  Receipts  from  advertisers 

It  should  be  a  fixed  rule  that  in  no  case  should  a  sign  board 
owner  be  paid  before  collecting  from  the  advertiser  for  signs 
posted  during  the  period  on  such  owner's  boards,  or.  where  the 
collection  from  the  advertiser  is  delayed,  before  it  has  been  de- 
termined that  the  board  has  been  posted  in  accordance  with 
agreement. 

This  point  is  mentioned  here  because  the  owners  are  re- 
quired to  "post"  their  boards.  There  are  many  owners  to 
whom  the  ownership  of  the  sign  board  is  a  side  issue,  and  the 
consequences  are  that  some  of  these  owners  do  not  display  the 
posters  as  contracted  for.  The  inspectors  usually  find  many 
such  cases,  which  result  in  adjustments  of  both  the  rental  pay- 
able to  owners  and  that  chargeable  to  the  advertisers. 
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CANNING  INDUSTRIES 

The  accounts  of  the  canning  industry  have  certain  pecu- 
liarities because  the  business  is  seasonal.  To  illustrate,  the  ac- 
tivities of  the  vegetable  section  of  the  industry  in  certain  parts 
of  the  country  usually  consist  of  planting  in  the  spring,  harvest- 
ing during  the  summer,  and  packing  during  part  of  the  summer 
and  the  early  fall.  From  the  late  fall  until  the  following  spring, 
the  management  attends  to  repairing  the  plant  and  machinery 
and  purchasing  stocks  of  seed,  etc. 

Audit  Procedure 

One  of  the  problems  of  the  canning  industry  is  the  loss 
through  sp>oilage,  swells,  etc.  The  auditor  should  examine  the 
ratio  of  returns,  allowances  and  swells  to  gross  sales  and,  if 
time  permits,  investigate  the  causes,  if  the  ratio  is  unusually 
high.  According  to  the  Report  of  the  Federal  Trade  Commis- 
sion on  Carmed  Salmon  (page  39),  the  waste  based  on  weight 
varied  from  21.3  to  41.5  per  cent. 

By-products  such  as  pits,  stones  and  skins  are  often  an  im- 
portant part  of  the  income  and  consideration  should  be  given 
to  such  items  where  the  fruit  or  vegetables  canned  contain  large 
elements  of  waste. 

For  small  canning  concerns  where  the  expense  of  a  sales 
organization  is  prohibitive,  the  sales  are  generally  made  through 
commission  houses  or  brokers  and  an  examination  of  their  state- 
ments should  be  made.  Where  the  canner  sells  direct  to  mer- 
chants no  unusual  difficulties  are  encountered  with  accounts 
receivable. 

The  pay-roll  problems  are  those  of  any  industry  which  em- 
ploys a  large  number  of  unskilled  men  who  are  in  the  habit  of 
moving  from  place  to  place  as  the  mood  strikes  them.  It  is 
possible  in  this  industry  for  the  name  of  a  laborer  who  has  dis- 
continued work  to  remain  on  the  pay-roll  for  weeks  after  that 
time.     The  auditor  should  therefore  make  thorough  tests  to 
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verify  the  fact  that  persons  carried  on  the  pay-rolls  are  really 
at  work. 

The  inventories  consist  largely  of  finished  product,  since  the 
raw  materials  have  usually  been  consumed  either  in  planting 
or  canning.  An  approximate  proof  of  the  quantities  of  the  com- 
ponent parts  of  the  finished  product  can  be  obtained  by  the 
following  formula: 

Inventory  at  beginning  of  period  +  the  "pack"  during  the  p)eriod 
—  shipments,  swells  and  spoilages  during  the  period  =  Inventory 
at  end  of  period. 

Inventory  valuation  in  the  carming  industry  is  usually  sim- 
plified as  a  result  of  the  sale  to  wholesalers  for  future  deUvery 
of  all  or  most  of  the  product  on  hand  at  the  close  of  the  fiscal 
year.  Chapter  VIII  of  Volume  I  deals  with  this  condition. 
Where  there  is  a  surplus  on  hand,  for  the  sale  of  which  contracts 
have  not  been  made,  the  product  should  be  valued  conserva- 
tively as  the  market  may  be  unable  to  absorb  the  excess  pro- 
duction at  anything  like  contract  prices.  As  a  general  rule,  in 
such  cases,  the  product  should  not  be  valued  at  anything  above 
cost — meaning  thereby  the  amoimt  of  the  total  cost  of  each 
class  of  goods  distributed  among  the  various  grades  in  propor- 
tion to  the  market  prices  of  the  respective  grades.  If,  however, 
market  conditions  seem  to  indicate  that  even  cost  will  not  be 
realized,  the  valuation  of  the  inventory  should  reflect  such  con- 
ditions. 

The  auditor  should  be  careful  to  see  that  all  the  equipment 
which  is  capitalized  is  of  a  permanent  nature. 

When  considering  depreciation,  the  auditor  should  bear  in 
mind  that  rust  and  deterioration  result  from  the  fact  that 
machinery  and  equipment  remain  idle  a  large  portion  of  the 
year.  Si>ecial  Bulletin  No.  3,  Standard  Classification  of  Ac- 
counts, revised  January,  1920,  adopted  by  the  National  Canners 
Association,  suggests  the  following  rates  of  depreciation: 
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Per  Cent 

Buildings — brick,  stone  or  cement 2  to  3 

— Shingle,  gravel  or  composition 

roof,  wood  floor 3to4 

Frame,  any  roof,  wood  floors 5 

Corrugated  composition  roof 8  to  10 

Sheds — Cement  floors 4  to  s 

Ofl&ce  furniture  and  fixtures 10  to  15 

Machinery — estimated  efl&ciency  $  years — such  as  mixers,  fillers, 

silkers,  huskers,  feeders,  cutters,  shakers  and  electric  motors 15  to  20 

Other  machinery — such  as  boilers,  engines,  cookers,  piping,  shafting, 
electric  wiring,  pulleys  and  conveyors 8  to  10 

The  manufacturing  and  income  statement  appearing  in 
Special  Bulletin  No.  3,  Standard  Classification  of  Accounts, 
published  by  the  National  Canners  Association,  is  reproduced 
for  the  information  of  the  auditor. 

Manufacturing  and  Income  Statement 
Year  Ended  March  31,  192  ,  . 

Per  doz. 
No.  2 
Total  Equiv. 

Direct  Factory  Cost: 
Green  Corn 
Seed  Com — Factory 
Direct  Labor 
Cans 
Boxes 
Labels 
Condiments 
Total 
Factory  Overhead  Expense: 
Factory  Expense 
Depreciation  Expense 
Total 
Selling  Overhead  Expense: 
Brokerage 
Selling  Expense 
Sales  Allowances        • 
Total 
General  Overhead  Expense: 
General  Expense 
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Other  Expense: 

Crop  Insurance 

Interest  Paid 

Discount  Allowed 

Interest  on  Investment 
Total 
Grand  Total  Cost  and  Expense 

Canned  Com — Inventory  at  start 
Total 

Deduct:  Canned  Com — Inventory  at  dose 
Net  Cost  of  Sales 
Sales: 

Com  Sales 

Deduct:  Sales  Freight 
Net  Sales 
Net  Profit 

In  the  bulletins  of  the  National  Association  of  Cost  Ac- 
countants will  be  found  much  material  of  value  to  the  auditor, 
I>articularly  in  Volume  II,  No.  14,  and  Volume  III,  Nos.  14, 
17  and  21. 

CEMETERIES 

A  detailed  map  or  plot  of  the  properties  will  aid  the  auditor 
in  ascertaining  that  realty  transactions  are  being  recorded 
properly,  and  in  checking  the  prices  obtained  for  lots  sold. 

The  sale  prices  of  the  lots  may  vary  according  to  size  and 
location  and  other  conditions,  but  usually  are  established  in 
advance  and  are  based  upon  proportionate  parts  of  the  total 
expenditure  for  the  property,  including  the  expenditure  for 
fences,  roadways,  entrances,  public  reception  rooms,  greenhouses, 
stables,  etc. 

When  all  of  the  lots  have  been  sold,  the  general  proi>erty, 
such  as  roadways,  pubUc  houses,  etc.,  has  no  selling  value  to 
the  company,  and  therefore  such  property  is  practically  a  wast- 
ing asset.  Accordingly,  suitable  provision  should  be  made  for 
the  extinguishment  of  the  book  value  of  the  general  prop>erty 
by  the  time  the  lots  are  sold.  This  is  quite  generally  accom- 
plished by  applying  a  portion  of  the  sale  price  of  the  lots  sold 
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against  the  asset  account,  or  crediting  a  like  portion  of  the  sale 
price  to  a  property  reserve  account.  Obviously,  this  provision 
for  the  writing  off  of  the  general  prop>erty  should  be  considered 
in  arriving  at  an  adequate  sale  price  for  the  lots. 

Again,  the  sale  price  often  includes  provisions  for  the  per- 
petual care  of  the  lots  sold.  While  this  may  at  times  be  an 
optional  provision,  it  is  frequently  exercised,  and  in  all  cases 
where  it  obtains,  whether  arising  from  provisions  in  the  deed 
or  from  similar  provisions  in  independent  bequests,  the  auditor 
should  ascertain  whether  the  owners'  interests  in  this  respect 
are  protected  by  a  suitable  reserve.  Preferably,  this  reserve 
should  be  invested  in  interest-bearing  securities,  in  order  that 
the  income  may  be  available  and  applied  to  its  specific  pur- 
pose. The  auditor  should  carefully  establish  the  extent  of  any 
such  perpetual  care  provisions,  as  well  as  the  sufficiency  of  any 
reserve  funds  provided  in  connection  therewith.  I'he  receipt 
and  expenditure  of  income  from  such  funds  should  be  carefully 
accounted  for.  The  accounts  of  cemetery  organizations  are 
usually  subdivided  between  general  maintenance  items,  such  as 
planting,  sodding  and  watering,  and  the  income  and  expense 
of  the  various  activities,  such  as  the  sale  of  flowers  and  main- 
tenance of  the  greenhouse,  digging  graves,  furnishing  boxes 
and  other  supplies,  public  chapel  rents,  etc. 

CONTRACTORS 

The  accounts  of  contracting  companies,  erectors,  builders, 
engineers  and  others  engaged  mostly  in  work  carried  out  under 
contract  may  be  included  under  this  caption. 

A  schedule  of  contracts  should  be  kept  by  the  contractor 
embodying  such  information  as:  date  obtained,  from  whom  re- 
ceived, date  of  commencement  of  work,  date  of  completion, 
terms  and  a  "remarks"  column  for  data  relating  to  subcon- 
tractors' contracts.  A  synopsis  of  the  clauses  in  the  contracts 
bearing  on  penalties,  extras  and  retentions  should  also  be  kept. 
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An  examination  of  all  open  contracts  at  the  beginning  of 
the  period  under  audit  and  those  since  obtained  should  be  made 
at  the  beginning  of  the  audit.  Notes  should  be  made  on  all 
subject  matter  in  the  contracts  and  subcontracts  which  has  a 
bearing  on  the  accounts. 

The  system  of  preparing  the  pay-roll  and  of  accounting  for 
materials  purchased  and  handled  through  the  storeroom  should 
be  carefully  investigated  to  ascertain  that  all  reasonable  safe- 
guards against  fraud  and  loss  are  provided.  Wages  should  be 
paid  by  office  employees  not  connected  with  the  preparation  of 
the  pay-roll. 

Contract  Accounts 

In  nearly  every  instance  separate  accounts  are  kept  for  the 
cost  of  each  contract,  or,  if  the  work  under  one  contract  is  very 
large,  for  each  of  several  sections  of  a  contract,  which  are  later 
combined  when  each  part  is  completed.  Obviously,  the  value 
of  such  a  system  of  cost  accounts  to  the  client  depends  upon 
the  efl5ciency  with  which  it  is  carried  out.  The  auditor  should 
examine  it  carefully  to  ascertain  that  it  is  based  upon  good 
accounting  theory  and  that  the  results  shown  are  in  harmony 
with  those  shown  on  the  general  books. 

Where  specifications  on  which  contract  bids  were  based  are 
available,  compare  the  larger  items  of  materials  with  the  material 
contracts  let,  in  order  to  detect  irregularities  in  the  purchase  of 
materials.  It  sometimes  happens  that  contracts  are  loaded 
with  costs  which  were  not  contemplated  when  the  contracts 
were  taken. 

The  value  of  work  done  on  uncompleted  contracts  is  shown 
on  the  balance  sheet  under  the  head  of  "Uncompleted  Con- 
tracts" or  "Work  in  Progress."  The  auditor  should  request 
a  certified  schedule  of  the  expenditures  on  each  of  the  contracts 
included  in  this  account.  The  schedule  may  readily  be  verified 
in  cases  where  correct  cost  accounts  have  been  kept,  but  in 
other  instances  the  auditor  may  be  obliged  to  accept  the  schedule 
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upon  the  certificate  of  the  engineers,  superintendents  or  other 
proper  officials,  after  investigating  unusual  items  and  satisfying 
himself  that  every  effort  has  been  made  to  prepare  the  schedule 
correctly. 

Architects'  and  Engineers'  Certificates. — As  a  matter 
of  fact,  there  is  almost  always  some  check  on  the  amount  of 
work  completed.  As  the  work  progresses  under  the  supervision 
of  architects  or  engineers,  certificates  are  secured  from  them 
testifying  to  the  quantity  and  quality  of  work  done  and  authoriz- 
ing partial  payments  on  account. 

The  auditor  may  not  see  these  certificates  unless  he  asks  for 
them.  Contractors  are  usually  more  optimistic  about  the  pro- 
portion completed  than  is  the  architect  (unless  the  two  are 
working  together  against  the  owner),  so  that  estimates  as  to 
the  part  completed  at  a  given  time  should  be  verified  in  every 
possible  way. 

The  cash  receipts  are  also  a  clue  to  the  amounts  certified  to. 
The  stipulated  payments  are  usually  on  a  basis  of  90  per  cent  of 
the  work  completed,  sometimes  more  and  sometimes  less.  The 
contracts  themselves,  which  must  always  be  open  to  the  in- 
spection of  the  auditor,  and  which  should  be  called  for,  will 
indicate  the  percentage  reserved  until  after  completion  and 
acceptance. 

Profit  on  Uncompleted  Contracts 

It  is  important  to  note  whether  or  not  any  profit  has  been 
taken  on  uncompleted  contracts.  The  profit  on  each  contract 
to  any  date  can  readily  be  ascertained  in  instances  where  cost 
accounts  have  been  kept,  by  preparing  a  memorandum  income 
account  and  making  the  following  entries  therein: 

Debit: 
All  direct  contract  costs 
Depreciation  of  plant  used  on  contract  work 
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Credit: 
Value  of  work  certified  to  date 
Value  of  work  done,  but  not  yet  certified 
Stores  and  materials  charged  to  contract,  but  still  unused 

A  net  credit  balance  of  such  an  income  account  represents 
the  estimated  profit  to  date;  a  net  debit  balance,  loss  to  date. 

If  a  contract  is  nearly  completed,  the  estimated  profit  upon 
completion  may  be  ascertained  by  deducting  from  the  contract 
price  the  combined  cost  of  work  to  date  and  the  estimated  cost 
of  completion. 

Income  Tax  Returns. — For  income  tax  purposes  contractors 
can  elect  to  return  as  income  only  those  amounts  received  in 
payment  of  jobs  finally  completed,  as  brought  out  in  Article  36, 
Regulations  62,  quoted  below: 

Persons  engaged  in  contracting  operations,  who  have  uncompleted 
contracts,  in  some  cases  perhaps  running  for  periods  of  several  years,  will  be 
allowed  to  prepare  their  returns  so  that  the  gross  income  will  be  arrived  at 
on  the  basis  of  completed  work;  that  is,  on  jobs  which  have  been  finally  com- 
pleted any  and  all  moneys  received  in  payment  will  be  returned  as  in- 
come for  the  year  in  which  the  work  was  completed.  If  the  gross  income 
is  arrived  at  by  this  method,  the  deduction  from  gross  income  should  be 
limited  to  the  ex|)enditures  made  on  account  of  such  completed  contracts. 
Or  the  percentage  of  profit  from  the  contract  may  be  estimated  on  the 
basis  of  percentage  of  completion,  in  which  case  the  income  to  be  returned 
each  year  during  the  performance  of  the  contract  will  be  computed  upon  the 
basis  of  the  expenses  incurred  on  such  contract  during  the  year;  that  is  to 
say,  if  one-half  of  the  estimated  exp)enses  necessary  to  the  full  {performance  of 
the  contract  are  incurred  during  one  year,  one-half  of  the  gross  contract 
price  should  be  returned  as  income  for  that  year.  Upon  the  completion  of 
a  contract  if  it  is  found  that  as  a  result  of  such  estimate  or  apportionment  the 
income  of  any  year  or  years  has  been  overstated  or  understated,  the  tax- 
payer should  file  amended  returns  for  such  year  or  years  .  .  . 

When  contracts  are  being  entered  into  covering  a  period  of 
more  than  one  year,  the  income  may  be  stated  either  on  the 
basis  of  the  percentage  of  completion,  or  the  contracts  may  be 
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considered  a  unit  and  carried  to  income  when  completed  and 
accepted.  The  latter  method  may  be  adopted  if  it  clearly  re- 
flects the  net  income  as  required  for  tax  purposes,  and  should 
be  followed  consistently. 

While  this  method  protects  the  contractor,  in  that  it  mini- 
mizes the  possibihty  of  paying  taxes  on  profits  which  may  not 
be  earned,  yet  it  is  hardly  fair  in  the  case  of  a  large  building 
contract  extending  over  several  fiscal  years.  In  the  latter  case 
it  can  hardly  be  claimed  to  be  improper  to  take  at  least  a  part 
of  the  profit  on  the  work  already  done  provided  the  percentage 
of  the  work  completed  has  been  estimated  on  a  conservative 
basis  and  a  liberal  allowance  has  been  made  for  contingencies. 
Other  cases  which  might  be  similarly  treated  are  where  the  cost 
and  billing  as  of  a  certain  date  can  be  specifically  identified  with 
certain  large  completed  sections  or  where  the  work  is  being  done 
on  a  cost-plus  basis.  However,  the  inclusion  of  profits  on  the 
basis  of  the  full  estimated  profit  on  that  portion  of  the  contract 
which  is  completed  is  to  be  condemned,  because  it  is  the  excep- 
tion rather  than  the  rule  to  have  contracts  where  no  additional 
expense  will  be  incurred  for  contingencies  which  cannot  be  fore- 
seen at  the  time  of  making  the  estimate. 

Whenever  such  estimated  profits  are  taken,  it  is  the  auditor's 
duty  to  satisfy  himself  that  they  have  been  conservatively  cal- 
culated. The  accounts  should  show  clearly  the  amoimts  of 
estimated  profits,  if  any,  taken  on  uncompleted  contracts,  and 
the  auditor  should  show  them  separately  in  his  statements  and 
also  call  attention  thereto  in  his  report,  if  deemed  necessary. 

Monthly  statements  should  be  requested  from  subcontrac- 
tors, since  they  may  have  large  claims  for  work  in  excess  of 
that  called  for  by  their  contracts,  but  for  which  credits  do  not 
appear  on  the  cUent's  books.  It  may  even  be  found  that  the 
client  has  billed  this  extra  work  to  the  customer,  and  that  credit 
therefor  is  entered  in  the  contract  account. 

At  times  subcontractors  may  do  extra  work  under  an  agree- 
ment with  the  general  contractor  providing  for  compensation 
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only  in  the  event  of  collection  therefor  by  the  general  contractor 
from  the  customer;  changes  in  specifications  after  subcontracts 
have  been  let  also  furnish  grounds  for  subcontractors'  claims. 
Sufficient  reserves  must  be  made  to  cover  the  probable  amount 
to  be  paid  on  such  claims  prior  to  carrying  the  gross  profit  from 
the  contract  account  to  income. 

After  all,  however,  the  best  method,  except  in  the  cases 
above  mentioned,  is  to  ignore  entirely  profits  which  may  have 
accrued  on  uncompleted  contracts. 

Contingent  Liabilities 

Diplomatic  interrogation  of  executives  and  employees  may 
reveal  the  fact  that  important  sections  of  the  job  which  have 
been  finished  must  be  done  over  at  the  contractor's  expense. 
Cognizance  of  such  conditions  must  always  be  taken  and  proper 
allowance  made  therefor  in  the  financial  statement.  Matters 
of  this  kind  are  not  ascertainable  from  the  accounts  but  the 
information  must  be  developed,  since  it  is  essential  to  the 
preparation  of  true  financial  statements. 

Where  the  contractor  underwrites  his  own  insurance  the 
auditor  should  endeavor  to  compile  a  list  of  all  accidents  on 
which  claims  are  pending. 

Depreciation  v^ 

Ordinary  depreciation  rates  do  not  reflect  true  costs  where 
special  machinery  or  equipment  is  placed  on  outside  contracts; 
therefore  the  total  cost  of  such  machinery  or  equipment  less  its 
residual  value  must  be  charged  to  cost  in  pro  rata  instalments 
as  the  job  advances  to  completion.  Usually,  however,  there  is 
no  residual  value  but  rather  an  increased  cost  due  to  the  ex- 
pense of  wrecking  and  clearing. 

Pay-Rolls 

Pay-rolls  for  work  done  on  outside  jobs  are  more  susceptible 
to  "padding"  than  is  the  case  where  the  workers  and  their  direct 
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supervisors  are  in  close  touch  with  the  executive  offices.  Col- 
lusion between  timekeepers  and  foremen,  which  results  in  non- 
workers  being  included  in  the  pay-rolls,  is  hard  to  detect;  there- 
fore the  auditor  should  see  that  ample  safeguards  are  provided. 
To  prevent  the  inclusion  of  dummies  on  the  pay-roll  where  the 
number  of  employees  is  not  too  large,  it  may  be  advisable  that 
the  clerk  who  hands  out  the  pay  envelopes  should  have  the 
assistance  of  an  employee  from  the  general  office,  who,  between 
pay  days  and  in  his  spare  hours,  has  familiarized  himself  with 
the  work  going  on  and  the  faces  of  the  men  employed.  Unpaid 
pay  envelopes  should  on  no  account  be  left  with  the  timekeepers 
on  the  job  but  should  be  returned  to  the  general  office. 

CREAMERIES 

When  making  an  audit  of  the  accounts  of  a  creamery  it  is 
necessary  to  keep  in  mind  the  type  of  organization  and  method 
of  operation.  Creameries  are  generally  operated  either  on  a 
proprietorship  or  a  co-operative  plan.  The  method  of  audit  for 
the  proprietorship  type,  where  the  milk  or  cream  is  purchased 
outright,  does  not  differ  materially  from  that  of  an  ordinary 
manufacturing  concern. 

Somewhat  different  problems  are  encountered  when  the  busi- 
ness is  operated  on  the  co-operative  plan,  in  which  case  the 
members  are  paid  in  one  of  two  ways  for  the  milk  or  cream  de- 
livered by  them.  Payment  may  be  made  for  the  product 
delivered  at  the  market  rate,  setting  aside  a  surplus  to  be  dis- 
tributed at  the  end  of  the  fiscal  period  or  sooner,  if  the  members 
so  decide.  The  method  of  distribution  of  the  surplus  depends 
upon  the  co-operative  agreement  entered  into  by  the  members. 
The  second  method  of  making  payment  is  to  distribute  the 
entire  net  income  accrued  during  the  month.  This  net  income 
is  figured  on  the  entire  product  manufactured  or  sold  and  the 
unsold  product  is  extended  for  the  purpose  of  arriving  at  net 
income  at  the  current  selling  price.    From  the  amount  arrived 
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at  by  combining  the  sales  and  the  unsold  product  mentioned 
above,  the  expenses  of  the  association,  including  operating  ex- 
penses, are  deducted,  the  balance  being  net  income  for  the  pur- 
poses of  distribution.  The  amounts  not  distributed  are  app>or- 
tioned  and  credited  to  the  members  of  the  association  instead 
of  being  carried  to  general  surplus.  These  undistributed  bal- 
ances are  carried  as  a  liability  to  be  distributed  at  a  later  date. 

Accounts  Receivable  and  Payable  of  Members 

The  two  accounts  which  demand  the  attention  of  the  auditor 
are  the  members'  (patrons')  accounts  receivable  and  the  mem- 
bers' accounts  payable.  The  members'  accounts  receivable 
represent  the  charges  to  them  for  manufactured  products  taken 
by  them. 

The  members'  (patrons')  accounts  payable  show  the  lia- 
bilities of  the  creamery  to  them  for  the  amount  of  raw  materials 
delivered.  It  may  be  an  estimated  account  based  upon  market 
quotations  or  upon  an  agreed  rate,  or  it  may  be  the  entire 
amount  accrued  as  income  for  the  month  or  other  period. 

The  auditor  should  examine  the  agreement  under  which  the 
association  is  op>erated.  He  should  determine  that  the  credits 
to  the  members'  accounts  are  made  on  an  equitable  basis.  There 
is  always  a  pK)ssibility  that  distribution  may  be  made  in  such 
a  manner  that  no  provision  is  made  for  the  losses  which  may 
arise  in  the  assets  still  to  be  converted  into  cash  at  the  close  of 
the  period.  Where  members  are  withdrawing  at  the  end  of  a 
period  and  new  members  are  being  admitted,  this  is  an  important 
consideration. 

Depreciation 

That  it  is  difficult  to  determine  the  depreciation  on  creamery 
plants  can  be  seen  from  the  following  extract  from  the  United 
States  Department  of  Agriculture  Bulletin  No.  865 : 

The  question  of  the  proper  rate  to  apply  as  a  charge  for  depreciation  for 
an  entire  plant  is  one  that  can  hardly  be  covered  by  a  general  statement,  as 
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local  conditions  are  rarely  comparable.  In  some  instances  a  machine  may 
last  five  years;  in  others  it  may  last  hardly  a  year,  depending  upon  its  load 
and  care.  The  rate  of  depreciation  will  vary  from  3  per  cent  in  some  cases 
to  20  per  cent,  depending  upon  the  kind  of  building  and  machinery  in  use. 

The  Accountants*  Index  of  the  American  Institute  of  Ac- 
countants gives: 

Dairy  (factory  and  dairy  farm) 

Power  plant 5  pet. 

Other 10  pot. 

written  down  value,  repairs  allowed  in  addition. 

The  operating  accounts  which  may  be  found  in  the  books  of 
a  co-operative  creamery  company  are  given  in  the  statement 
of  income  and  expenses  which  follows.  This  statement  is  taken 
from  Bulletin  No.  865  of  the  United  States  Department  of 
Agriculture. 

The  Blank  Creamery  Company,  Blank,  Vermont 
Income  and  Expense  Statement  for 192 . . 

Butter  sales 
Cream  sales 
Milk  sales 
Cheese  sales 
Buttermilk  sales 
Total  sales 

Less  Returned  sales 
Net  sales 
Raw  material: 

Butter  fat  purchases 

Skim  milk  purchases 

Underpayments  and  overpayments 

Collection  expense 

Auto  truck  operation 

Repairs  on  auto  truck 

Depreciation  on  auto  truck 
Total  cost  of  raw  material 
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Operating  expense: 
Labor 

Power  and  refrigeration 
Manufacturing  supplies 
Repairs  on  plant 
Depreciation  on  plant 
Tool  replacement 

Total  operating  expense 
Add  Inventory  beginning  of  year 
Deduct  Inventory  end  of  year 
Manufacturing  cost  of  goods  sold 

Gross  profit 
Administration  and  selling: 
Express,  freight  and  drayage 
Telephone,  telegraph  and  postage 
Ofl&ce  salaries 
Ofl5ce  supplies 
Taxes 
Insurance 
Interest 
Loss  for  bad  debts 

Total  administrative  expense 

Operating  profit 
Miscellaneous  income: 
Merchandise  sales 
Merchandise  purchases 
Inventory  beginning  of  year  ( , 

Less  Inventory  end  of  year 
Cost  of  merchandise  sales 

Merchandise  profit 
Discount  received 

Net  miscellaneous  income 

Net  profit 
Distribution  of  net  profits: 
Dividend  appropriation 
Sinking  Fund  appropriation 
Surplus 

Total  , 
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FARM  ACCOUNTS 

Ordinarily  fanii  accounts  are  not  found  to  be  highly  de- 
veloped because  little  attention  has  been  given  to  the  subject 
and  because  of  diverse  conditions  found  on  farms.  The  auditor 
should  ascertain  whether  the  accounting  system  differentiates 
between  farm  costs  and  the  living  costs  of  the  farmer.  He 
should  determine  whether  or  not  the  farmer  devotes  business 
property  to  personal  uses  without  making  proper  adjustments 
therefor  on  the  books.  This  differentiation  is  difficult  because 
the  p>ersonal  affairs  of  the  owner,  his  family  and  farm  affairs 
are  very  closely  interwoven.  It  may  be  found  advisable  to  sug- 
gest to  the  owner  that  he  maintain  a  separate  fund  for  his  Uving 
expenses,  replenishing  it  from  farm  funds  and  charging  his  per- 
sonal account  on  the  farm  books  with  the  amounts  so  used. 
A  careful  examination  should  be  made  to  determine  whether 
unpaid  family  labor  devoted  to  production  of  income  has  been 
properly  accounted  for. 

Inventories 

If  only  a  simple  property  record  is  kept  this  means  that  an 
inventory  is  taken  yearly  to  find  the  increase  or  decrease  in  net 
worth  during  the  year. 

If  the  inventory  method  is  used  it  must  be  remembered  that 
the  increase  or  decrease  in  net  worth  does  not  represent  true 
profit  or  loss  from  farming  because  it  is  necessary  to  add  to  the 
closing  inventory  the  amount  furnished  to  the  family  by  the 
farm  and  to  deduct  values  furnished  to  the  farm  by  the  family. 
All  income  from  outside  sources  should  also  be  carefully  segre- 
gated. 

The  auditor  should  investigate  the  method  followed  in  taking 
the  inventory.  The  inventoi\y  should  include  buildings,  land, 
live  stock,  produce,  supplies,  etc.  It  should  be  sufficiently 
itemized  to  permit  the  verification  thereof  without  difficulty. 
Thus  under  live  stock  the  different  classes  should  be  entered 
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separately,  as  horses,  cattle,  hogs  and  poultry.  In  checking  the 
inventory  attention  should  be  given  to  the  question  of  values, 
whether  original  cost  or  some  other  basis  has  been  used.  High 
or  speculative  values  should  not  be  permitted. 

Inventory  Values. — Under  normal  conditions,  net  sales 
price  is  a  safe  rule  to  follow  in  case  of  farm  product  inventories 
where  there  is  a  permanent  and  stable  market  and  the  articles  are 
staple.  Increasing  values  of  farm  lands  should  not  be  permitted 
to  swell  farm  profits  when  the  inventory  method  is  followed. 
Crops  to  be  used  as  feed  on  the  farm  should  be  inventoried  at 
market  if  of  a  salable  kind,  such  as  oats,  com  and  hay;  but  at 
cost  of  production  in  case  of  a  non-salable  kind,  such  as  silage» 
com  stover  and  low-grade  hay.  Market  prices  less  cost  of. 
marketing  should  be  used  in  case  of  live  stock  and  farm  produce 
Feeds  and  supplies  purchased  should  be  valued  at  cost. 

Asset  Values  and  Depreciation 

.  Special  attention  should  be  given  to  the  question  of  deprecia- 
tion because  some  kinds  of  farm  equipment  depreciate  very 
rapidly.  If  farm  buildings  are  kept  in  good  repair,  the  dis- 
bursements thereon  being  charged  to  expense,  considerably 
lower  depreciation  rates  will  be  applicable  than  otherwise. 
Machinery  must  be  valued  more  or  less  arbitrarily,  weight  being 
given  to  such  factors  as  use,  climate,  type  of  machine  and  care 
received.  Rates  of  depreciation  on  farm  machinery  are  variously 
estimated  at  from  6  to  15  per  cent  per  annum. 

Permanent  live  stock  herds  should  be  valued  on  the  basis  of 
cost  less  estimated  depreciation.  Growing  orchards  and  other 
seniif)ermanent  crops  should  be  valued  on  the  basis  of  cost  plus 
expenses  incurred  in  maintenance.  Profit  from  appreciation 
should  not  be  considered. 

Care  should  be  taken  to  see  that  items  purchased  or  sold  on 
credit  are  not  omitted  from  the  records. 
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Costs 

If  farm  cost  records  are  kept  the  auditor  should  examine  them 
with  a  view  to  ascertaining  on  what  basis  the  various  items  of  cost 
are  allocated  to  crops  and  to  groups  of  live  stock.  Since  relative 
proportions  of  the  elements  of  cost  do  not  change  greatly  it  may 
be  desirable  to  compare  results  in  a  given  instance  with  the  re- 
sults worked  out  by  long-time  cost  studies.  Distribution  of  over- 
head should  be  on  the  basis  of  the  direct  expense  incurred  by  the 
productive  processes. 

Statement  of  Receipts  and  Expendittires 

The  diagram  of  farm  receipts  and  farm  expenditures  appear- 
ing in  the  Farmers'  Bulletin  No.  511  of  the  United  States  De- 
partment of  Agriculture  is  reproduced  below  as  indicative  of  the 
receipts  and  expenditures  which  are  generally  found  in  farm 
operations, 


Table  IX. — Illustrating  a  Summary  of  Cash  Receipts  a'nd 

Expenditures  on  a  Farm  for  a  Year  under  General 

nondetailed  headings 

April  I,  1918,  to  March  31,  1919 

Receipts  (Cash) 

Farm  receipts: 

Accounts  and  notes  receivable $142.00 

Crop  sales 1.236.33 

Crop-product  sales 77-50 

Live-stock  sales 303.33 

Live-stock-product  sales 394-29 

Miscellaneous  sales  and  other  farm  income 81.95 

Total  farm  receipts $2,235.40 

Personal  receipts 14.00 


Total  receipts  (cash) $2,249.40 
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Expenditures  (Cash) 

Farm  expenditures: 

Live-stock  purchases $269.00 

Real-estate  improvement  and  maintenance 473-55 

Machinery  purchases  and  maintenance 98.26 

Live-stock  expense 106.20 

Crop  expense 195.28 

Labor 230.82 

Miscellaneous  farm  exp)enditures 330.30 

Total  farm  expenditures $1,703.41 

Household  and  personal  expenditures 606.85 

Total  expenditures  (cash) $2,310.26 

FISHERIES 

Fish-catching  enterprises  vary  in  size  from  the  partnership, 
owning  and  operating  one  schooner,  to  the  large  corporation 
whose  capital  runs  into  the  millions.  The  accountant  who  is 
called  upjon  to  make  his  first  audit  of  a  fishing  concern  should 
ascertain  its  size  and  the  extent  of  its  operations.  As  far  as  pos- 
sible he  should  inspect  the  operating  equipment  in  order  to  satisfy 
himself  as  to  its  condition. 

Due  to  the  perishable  nature  of  the  product  it  is  necessary  for 
a  fishing  corporation  operating  on  a  large  scale  to  be  reasonably 
sure  that  it  has  an  adequate  market  for  its  product.  In  order  to 
insure  such  a  market,  a  concern  of  any  size  operates  commission 
houses,  wholesale  stores  and  agencies  throughout  the  country. 
This  is  done  to  create  a  steady  demand  on  which  to  measure  the 
o[)erations  of  the  productive  departments  and  to  create  an  or- 
ganization that  places  the  product  in  the  hands  of  the  consumer 
with  the  least  possible  loss  of  time.  Most  large  comp>anies  also 
operate  ice  plants  and  refrigerator  storage  houses.  It  is  neces- 
sary to  ice  most  shipments  and  the  storage  houses  are  provided 
to  adjust  the  supply  to  market  demands.  The  auditor  should 
study  the  company's  organization  to  visualize  the  extent  of  its 
q>erations  before  attempting  the  actual  audit  of  the  accounts. 
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Bad  Debts 

Losses  from  bad  accounts  in  the  fishipg  business  are  unusu- 
ally heavy,  due  almost  wholly  to  the  necessity  for  marketing  the 
product  as  quickly  as  possible  on  account  of  its  perishable  nature. 
In  many  cases  sales  are  made  without  loss  of  time  and  without 
investigation  of  the  debtor's  financial  responsibility.  The  audi- 
tor should  therefore  examine  the  accounts  carefully  to  make 
certain  that  adequate  provision  is  made  for  doubtful  accounts. 

Agents'  Accounts 

Agents'  accounts  should  receive  special  attention.  There  is 
great  opportunity  for  fraud  and  peculation  in  transactions  be- 
tween company  and  agent.  Frequently  a  shipment  of  fish  sent 
to  an  agent  spoils  while  in  transit.  The  agent  should  be  required 
to  furnish  a  certificate  from  the  local  board  of  health  or  some  other 
responsible  official  for  every  shipment  which  is  condemned. 
Otherwise  it  is  possible  for  the  agent  to  receive  the  goods,  sell 
them  and  pocket  the  proceeds,  claiming  that  the  shipment  was 
spoiled  in  whole  or  in  part.  Large  spoilage  claims  by  any  one 
agent  should  be  a  signal  for  a  thorough  investigation. 

Surplus  Stocks 

Owing  to  the  quick  turnover  of  the  product  it  is  not  custo- 
mary to  have  very  large  inventories  of  fresh  fish.  In  large  com- 
panies having  an  elaborate  organization  for  marketing  the  pro- 
duct, the  production  often  exceeds  the  demand.  However, 
rather  than  take  a  complete  loss  on  this  surplus  stock  it  is  gener- 
ally put  through  one  of  three  operations,  namely,  smoking, 
freezing  or  salting.  For  this  reason  it  is  customary  for  large 
companies  to  operate  freezers,  smoke  houses  and  salting  plants 
for  the  purpose  of  reducing  their  losses  on  surplus  fresh  fish 
stocks.  If  the  product  is  changed  from  its  original  state  by  the 
application  of  one  of  these  processes  its  market  value  is  decreased. 
A  consumer  will  naturally  pay  more  for  fresh  fish  than  for  either 
frozen  or  smoked  fish.    The  auditor  should,  therefore,  use  great 
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care  in  establishing  values  on  such  surplus  stocks.  In  the 
examination  of  a  large  fishing  concern,  it  was  found  that  the 
current  market  values  of  the  freezer  and  salting  plant  inven- 
tories were  considerably  less  than  the  original  fresh  fish  value 
plus  freezing  or  salting  costs.  Final  figures,  after  reducing  the 
inventories  to  their  proper  level,  showed  this  company  to  be 
insolvent,  whereas  the  original  inventory  valuations  showed  the 
company  to  be  in  a  fair  financial  condition.  Fresh  fish  going 
into  the  freezers  or  salting  plants  should  be  valued  at  its  frozen 
or  salted  fish  equivalent.  It  is  not  customary  to  put  fresh  fish 
in  the  storages  until  the  supply  is  so  abundant  as  to  produce 
a  very  sharp  reduction  of  the  selling  price  of  the  fresh  product. 
In  fact,  some  companies  have  adopted  the  policy  of  freezing, 
salting  or  smoking  their  fish  only  when  the  fresh  fish  market 
price  declines  to  certain  sf>ecified  levels. 

Supplies 

The  larger  fishing  concerns  also  operate  their  own  plants  for 
outfitting  the  boats  for  their  trips  to  the  fishing  grounds.  These 
outfitting  plants  usually  have  large  ship>-chandler  stores  and 
various  kinds  of  food  supplies.  The  auditor  should  examine  the 
stores  carefully,  since  the  nature  of  the  stock  carried  tends  to 
encourage  petty  peculations  and,  in  some  cases,  large  thefts. 
Usually  there  is  a  good  stores  system  in  operation  and  as  a  rule 
supplies  are  issued  to  the  boats  on  a  requisition  signed  by  the 
boat's  captain. 

Boat  Accounts 

The  company  usually  keeps  a  comparative  record  of  the  cost 
of  operating  each  boat,  showing  therein  the  amount  of  supplies, 
such  as  fuel,  oil,  food,  etc.,  used  on  each  trip.  It  is  possible  for 
a  captain  to  order  supplies  in  excess  of  his  needs,  sell  the  surplus 
and  appropriate  the  proceeds.  The  auditor  should  scrutinize 
the  records  of  supplies  used  for  each  trip  made  by  each  boat. 
Any  excessively  large  issues  for  supplies  can  easily  be  ascertained 
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from  such  a  scrutiny  and  such  items  should  be  thoroughly 
investigated. 

Allocation  of  Expenses 

The  accounts  of  fishing  companies  do  not  differ  materially 
from  those  of  other  kinds  of  business.  It  is  usual,  however,  to 
so  arrange  those  pertaining  to  the  marine  departments  that  they 
will  show  income  and  expenses  by  trips.  Shore  expenses  should 
be  allocated  by  boats  and  trips,  besides  a  proportion  of  the 
expenses  belonging  to  each  boat  but  covering  periods  longer 
than  a  single  voyage  or  accounting  period.  It  is  usual  to  set  up 
as  deferred  charges  the  yearly  overhaul  cost  of  each  boat  and 
charge  it  off  in  twelve  monthly  amounts  to  the  cost  of  operating 
the  boat.  These  monthly  charges  are  allocated  to  trips.  The 
auditor  should  examine  carefully  the  calculations  on  this  class  of 
deferred  charges  since  they  may  aggregate  considerable  amounts. 

Chartered  Boats 

Boats  used  in  fish  production  are  usually  owned  by  the  com- 
pany, but  sometimes  boats  are  chartered  for  long  periods  or,  in 
some  instances,  they  may  be  leased  for. one  or  two  trips.  The 
auditor  should  scrutinize  carefully  the  conditions  of  these  char- 
ters and  leases  and  ascertain  the  company's  liabilities  in  con- 
nection therewith. 

Bonuses 

It  is  usual  for  the  large  companies  to  contract  with  the  cap- 
tains and  crews  to  pay  them  a  bonus  in  excess  of  their  salaries. 
These  contracts  are  usually  based  on  the  quantity  of  the  catch 
and  its  selling  value  on  the  day  of  docking.  These  contracts 
should  be  examined  carefully,  and  the  bonuses  paid  verified. 

Fish  Oil  Factories 

The  foregoing  applies  principally  to  the  edible  fish  industry. 
The  audit  of  a  fish  oil  manufacturing  company  involves  but  few 
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additional  special  features.  Many  of  these  companies  catch  their 
own  raw  material  which  is  usually  menhaden  fish.  These  con- 
cerns often  operate  a  fleet  of  fishing  boats  and  a  commissary  as 
well  as  fish  oil  factories.  In  addition  to  the  customary  exam- 
inations, the  auditor  should  give  particular  attention  to  ascer- 
taining that  the  inventory  valuations,  which  should  be  based 
upon  the  chemical  analyses  of  the  various  products,  are  con- 
servatively stated.  Where  fish  is  obtained  from  outside  fisher- 
men on  profit-sharing  arrangements,  contracts  with  such  sup- 
pliers should  be  investigated  for  the  purpose  of  verifying  the 
correctness  of  the  settlements  and  establishing  the  client's  full 
title  to  the  goods  included  in  the  inventories. 
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CHAPTER  XXI 

MISCELLANEOUS 

(Part  II) 

This  chapter  covers  the  audit  of  garages,  hotels  and  res- 
taurants, packing  houses  and  shipbuilding  plants. 

GARAGES 

The  verification  of  the  assets  and  habilities  of  garages  does 
not  differ  materially  from  that  of  other  businesses. 

Inventories 

As  a  rule  perpetual  inventories  are  kept  of  supplies  and 
accessories.  These  inventories  should  be  checked  very  carefully 
against  the  quantities  on  hand.  The  inventories  should  be  care- 
fully examined  to  eliminate  all  obsolete  parts  and  so-called  ser- 
vice parts.  Parts  kept  on  hand  in  the  repair  shop  for  account  of 
manufacturers  are  consignment  merchandise  and  should  not  be 
included  in  the  inventories. 

If  a  livery  or  taxi  service  is  operated,  the  individual  cars 
owned  and  operated  by  the  garage,  as  indicated  by  the  revenue 
accounts,  should  be  compared  with  those  in  the  plant  account. 

If  old  cars  are  purchased  directly  for  reconditioning,  with  the 
idea  of  selling  them  at  a  profit,  the  auditor  should  determine  that 
all  material  and  labor  expended  and  the  overhead  applicable  to 
such  rebuilding  and  betterment  are  included  in  the  cost  of  such 
old  cars  sold  and  not  charged  to  the  ordinary  repair  accounts. 

Income 

The  principal  sources  of  income  of  garages  are:  storage  of 
cars,  sales  of  gasoline,  oil  and  supplies  and  charges  for  repairing. 

502 


GARAGES  503 

Storage  income  should  be  verified  by  checking  out  cars  against 
car  spaces  and  following  them  through  to  customers'  charges. 
The  amounts  charged  for  the  different  types  of  cars,  with  or 
without  service,  should  be  compared  with  the  rate  schedule. 

The  sales  of  gasoline  are  either  made  for  cash  or  charged  to 
customers'  accounts.  The  gallons  to  be  accoimted  for  can  be 
determined  by  taking  the  difference  between  the  meter  readings 
on  the  gasoline  pump  at  the  beginning  and  the  end  of  the  p>eriod. 
This  figure  should  be  compared  with  the  total  number  of  gallons 
charged  to  customers,  plus  the  niunber  of  gallons  sold  for  cash, 
as  evidenced  by  the  individual  sales  tickets  emd  any  marked 
discrepancy  investigated. 

General 

The  entries  on  the  stock  records  of  sundry  supplies  and  acces- 
sories can  be  verified  from  the  quantities  on  the  sales  tickets, 
both  cash  and  charge,  and  the  invoices  for  the  purchases. 

The  majority  of  the  garages  have  cost  cards  or  sheets  for  the 
repair  work.  The  material  used,  the  wages  of  the  repair  men  and 
the  overhead  are  entered  on  these  cards,  together  with  an  amount 
for  the  exp>ected  profit .  The  auditor  should  compare  a  summary 
of  such  cards  with  the  ledger  accoimts,  to  determine  that  the 
profit  indicated  by  the  cost  cards  is  actually  being  earned. 

All  contracts  between  the  garage  proprietors  and  manufac- 
turers should  be  carefully  examined  to  ascertain  the  extent  of  the 
commitments  for  future  delivery  made  by  the  garage  owner. 

The  revenue  from  livery  service  should  be  recorded  for  the 
individual  cars  and  should  be  verified  by  comparison  with  the 
chauffeurs'  daily  reports  and  their  car  dock  registers  of  mileage. 

Figures  representing  the  cost  of  operating  the  individual  cars 
should  be  examined  to  determine  whether  they  are  being  operated 
at  a  profit.  It  is  customary  to  include  depreciation  on  such  cars 
at  the  rate  of  20  per  cent  per  annum. 

The  pages  on  "Automobile  Dealers"  in  this  volume  should 
be  read  by  the  auditor  examining  garage  accounts. 
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HOTELS 

The  auditor  should  analyze  the  earnings  and  expense  ac- 
counts, if  necessary,  and  prepare  statements  of  the  financial 
results  in  each  department,  which  should  be  carefully  gone  over 
with  the  proprietors.  Such  departments  as  show  unsatisfactory 
returns  should  be  especially  investigated  to  the  extent  of  verify- 
ing the  detail  work  for  a  part  of  the  audit  period.  Hotels  at 
summer  resorts  usually  have  more  departments  than  do  city 
hotels.  Frequently  the  operations  of  the  former  include  drug 
stores,  various  amusements  and  excursions  for  guests,  all  of 
which  are  sources  of  additional  income.  Stock  accounts  of  cigars, 
beverages,  etc.,  should  be  carefully  examined  in  the  event  of  the 
results  being  unsatisfactory  in  departments  where  they  are 
handled. 

It  is  essential  that  the  auditor  should  study  and  satisfy  him- 
self as  to  the  adequacy  of  the  system  of  internal  check  covering 
revenue  and  expenses.  The  revenue  is  derived  principally  from 
rooms,  restaurants  and  leased  privileges,  and  is  necessarily 
largely  on  a  cash  basis.  The  leases  for  privileges,  at  times,  in- 
clude news  stands,  cigar  stands,  florists,  sightseeing  companies, 
etc.  Inasmuch  as  petty  thieving  is  often  prevalent  among  hotel 
employees,  care  should  be  taken  to  see  that  the  system  of  internal 
check  covers  expenditures  by  cashiers  for  the  hotel  and  for  the 
account  of  guests. 

The  auditor  should  ascertain  that  all  receipts  and  charges 
have  been  accounted  for,  that  expense  payments  are  supported 
by  vouchers  or  properly  approved  pay-rolls,  and  that  such  pay- 
ments as  have  been  made  on  behalf  of  guests  have  been  charged 
to  their  accounts  and  collected.  The  subsidiary  guests  and 
purchase  ledgers  should  be  proved  with  the  balances  in  their 
controlling  accounts,  and  all  of  the  entries  in  the  general  ledger 
should  be  thoroughly  checked. 

As  a  general  rule  revenue  from  rooms  may  be  substantiated 
by  data  secured  from  a  daily  record  of  rooms  occupied,  known 
in  some  hotels  as  the  "room  book."    This  record  is  compiled 
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by  the  night  clerk  and  gives  the  number  of  guests  and  revenue 
from  the  rooms  occupied.  In  some  of  the  large  hotels,  the  room 
book  is  checked  against  data  submitted  by  the  floor  clerk  or 
housekeeper,  thus  affording  a  complete  check. 

The  auditor  should  ascertain  whether  there  is  a  likelihood  of 
cash  discounts  being  lost  because  of  delay  in  verifying  the 
receipt  of  merchandise  or  in  preparing  invoices  for  payment. 
He  should  investigate  also  the  client's  purchasing  and  receiving 
records  and  procedures  with  a  view  to  satisfying  himself  that  a 
proper  accounting  control  has  been  provided  and  maintained. 
The  purchasing  policies  and  prices  should  be  investigated. 

The  restaurant  revenue  in  the  majority  of  hotels  is  controlled 
by  special  check  systems,  which  provide  for  an  account  kept  by 
the  kitchen  checker  with  each  waiter.  This  is  proved  daily  with 
the  total  of  the  waiters'  checks.  The  auditor  should  ascertain 
whether  all  currency  received  by  the  restaurant  cashiers  is  prop>- 
erly  accounted  for  by  the  treasurer,  in  addition  to  verifying  the 
controller's  rep>ort  of  the  daily  business. 

Owing  to  the  fluctuations  in  volumfe  of  business  during  dull 
and  busy  seasons,  lessees  of  privileges  are  sometimes  allowed  to 
make  payments  on  account.  In  some  cases,  therefore,  the  reve- 
nue recorded  represents  solely  the  amounts  received  by  the 
hotel,  but  not  the  total  earnings.  A  careful  inspection  of  each 
lease  should  be  made  to  determine  whether  all  income  has  been 
properly  recorded. 

Owners  of  hotel  buildings  generally  lease  them  to  individuals 
or  management  companies  who  operate  the  hotels,  usually  on  a 
long-term  lease.  The  lease  covering  the  rental  of  the  building 
should  be  inspected.  The  author  has  in  mind  a  case  in  which  an 
equivalent  amount  paid  as  rental  for  several  years  was  found  to 
represent  only  a  payment  on  account  of  the  real  rental,  the  owner 
having  agreed  that  the  payment  of  the  balance  should  be  deferred 
until  conditions  improved.  The  liability  for  the  unpaid  balance 
had  not  been  recorded. 

The  inventories  of  china,  glassware,  etc.,  should  be  carefully 
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examined  to  account  for  all  the  equipment  on  hand  at  the  pre- 
vious examination  and  for  that  purchased  subsequently,  and  to 
ascertain  whether  the  proceeds  from  the  sale  of  equipment  which 
has  been  discarded  have  been  received. 

Careful  attention  should  be  given  to  the  question  of  deprecia- 
tion of  furnishings,  such  as  china,  glass,  cutlery,  silver,  linens,  etc. 
These  may  be  reappraised  at  the  date  as  of  which  the  statements 
are  prepared  or  depreciated  at  such  times  at  adequate  rates. 
Another  good  method  is  to  charge  against  income  amounts 
sufficient  to  cover  the  estimated  actual  renewals  and  deprecia- 
tion over  a  p>eriod  of  years,  crediting  a  reserve  account,  and  then 
to  charge  all  renewals  to  this  reserve  account. 

The  statement  appearing  on  page  506  is  reproduced  in 
order  to  give  the  auditor  a  guide  to  the  classification  of  hotel 
accounts.! 

PACKINGHOUSE  INDUSTRIES 

In  auditing  the  accounts  of  a  meat  packing  house,  the  most 
important  item  to  be  considered  is  the  inventory.  With  the  ex- 
ception of  fixed  plant,  the  inventories  are  usually  the  largest 
asset  items  on  the  balance  sheet. 

Inventories 

The  inventory  consists  of  live  stock  on  hand  and  in  transit, 
meat  in  coolers,  offal,  hides,  tallow,  fats,  fertilizer,  etc.,  depend- 
ing, of  course,  upon  the  capacity  of  the  plant.  The  inventory  is 
usually  priced  at  market.  The  most  satisfactory  method  pur- 
sued in  verifying  the  inventory  prices  is  to  refer  to  trade  papers 
for  current  quotations.  The  price  of  live  cattle  is  readily  veri- 
fied by  referring  to  cattle  invoices;  dressed  cattle  presents  a 
more  difficult  problem  and  is  not  subject  to  a  satisfactory  check. 
One  can  readily  appreciate  the  conditions  when  one  considers 


^Kester,  Aaounting  Theory  and  Practice,  Vol.  Ill,  page  519. 
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that  a  dressed  carcass  is  cut  into  forequarters  and  hindquarters, 
sides  of  beef,  and  sundry  other  choice  cuts,  that  each  cut  must 
be  priced  separately  and  that  the  prices  fluctuate  daily.  The 
beef  manager  who  is  an  expert  in  his  line,  prices  beef  conserva- 
tively, which  as  a  general  rule  is  slightly  below  market,  because 
it  has  a  rapid  turnover.  An  examination  of  the  income  ac- 
counts as  a  rule  readily  indicates  whether  the  manager  is  cap- 
able. 

Hides  are  of  great  value  and  their  values  are  determined  by 
their  condition  and  quality.  Prices  are  readily  obtainable  from 
weekly  bulletins. 

Accounts  Receivable  and  Payable 

In  the  average  packing  house  the  majority  of  the  sales  are 
transacted  on  a  cash  basis  and  credit  is  extended  for  a  period  of 
one  week  only.  An  examination  of  accounts  receivable  will  dis- 
close any  accounts  over  a  week  old.  These  should  receive  close 
scrutiny. 

Accounts  payable  are  usually  paid  by  voucher  drafts.  This 
method  is  typical  of  the  industry.  The  voucher  draft  operates 
as  follows: 

All  liabilities  for  merchandise  products  purchased  are 
entered  in  the  voucher  record  and  distributed  to  the  proper 
departments.  On  the  due  date,  a  group  of  bills  is  paid  by 
voucher  draft  and  so  indicated  by  a  check  mark  on  the  record; 
but  no  account  is  taken  of  the  voucher  draft  drawn  until  pre- 
sented by  the  payee  to  the  bank  for  collection.  Then  the  bank 
account  of  the  company  is  reduced.  This  is  usually  done 
through  special  arrangements  with  the  bank  whereby  they  return 
daily  the  voucher  drafts  honored  by  them  in  exchange  for  a 
cheque  for  the  total  of  the  drafts. 

The  effect  of  this  method  on  the  accounts  is  to  overstate  the 
cash  and  accounts  payable  by  the  same  amount.  A  conservative 
method  of  handling  this  matter  is  to  consider  drafts  drawn  and 
not  paid  by  the  bank  as  outstanding  checks. 
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General 

Subsidiaries  of  the  packing  houses  usually  take  care  of  the 
by-product  share  of  the  business,  such  as,  for  instance,  the  collec- 
tion of  fats  and  calfskins. 

In  an  audit  of  a  company  handling  this  class  of  by-product  the 
primary  object  is  to  estabUsh  definitely  the  fact  that  all  goods 
paid  for  have  been  received.  It  is  this  phase  of  the  audit  that 
calls  for  careful  check  as  it  has  often  happened  that  raw  product 
paid  for  has  never  been  received. 

,  Fats  and  skins  are  collected  at  regular  intervals  and  paid  for 
at  prevaiUng  market  prices.  The  receiving  clerk  reports  daily 
the  actual  weight  of  fat  and  number  of  skins  received  from  each 
route.  This  record  should  be  compared  with  the  drivers'  daily 
reports.  The  customers'  accounts  are  usually  paid  once  a  month, 
by  remittance  with  a  detailed  statement  of  each  day's  fat  or  skin 
receipts. 

It  is  also  customary  in  this  phase  of  the  business  to  advance 
funds  to  the  customers  for  the  purpose  of  buying  equipment, 
which  amount  is  usually  repaid  by  appl>ing  skin  and  fat  pur- 
chases to  the  credit  of  their  accounts.  Close  scrutiny  of  such 
advances  should  be  made  to  ascertain  whether  the  customer  is 
still  in  business  and  the  account  is  being  reduced  regularly. 

Fats  are  rendered  and  produce  a  by-product,  inedible  or 
edible  tallow,  depending  on  the  grade  and  quality  of  the  fats  col- 
lected. An  occasional  test  of  the  tallow  yield  should  be  made  on 
different  fat  collections  to  prove  that  the  proper  percentage  of 
tallow  is  being  obtained,  depending  on  the  chairacter  of  the  fat 
which  is  purchased. 

Calfskins  are  salted  away  to  be  cured,  for  a  period  of  from 
two  weeks  to  thirty  days,  and  then  sold  at  the  market.  When- 
ever feasible,  a  physical  inventory  should  be  taken.  Prices  for 
skins  are  governed  by  weights  and  whether  they  are  firsts  or 
seconds.  In  some  cases,  when  a  7-9  p)ound  skin  is  purchased, 
after  it  is  cured  it  may  be  sold  as  a  5-7  pound  skin,  which 
commands  a  lesser  price. 
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RESTAURANTS 

Restaurants  and  lunchrooms  are  operated  largely  on  a  cash 
basis  and  with  a  rapid  stock  turnover.  The  outstanding  features 
of  an  audit  of  a  business  of  this  nature  therefore  consist  of  a 
careful  investigation  of  the  manner  of  serving  meals  and  ac- 
counting for  the  receipts,  and  of  the  control  of  foodstuffs. 

The  auditor  should  ascertain  that  proper  accounts  and  reports 
are  kept  to  enable  the  management  to  judge  the  earning 
capacity  of  the  business  and  to  act  promptly  in  the  event  th^t 
any  unusual  conditions  are  disclosed  thereby.  Expense  accounts 
should  be  classified  to  show  the  costs  of  preparing  the  food  and 
the  costs  of  serving  the  customer.  The  policy  of  the  company 
with  respect  to  meals  to  employees  and  gratuitous  meals  to 
others  and  the  accounting  therefor  should  be  investigated. 
Where  several  restaurants  are  operated  under  one  management 
and  much  of  the  food  is  prepared  in  the  main  kitchen,  and  no 
cost  system  is  in  effect,  the  auditor  should  inquire  into  the 
method  of  charging  the  branches  with  the  food  transfers  and  the 
share  of  the  general  overhead  expense.  These  costs  are  some- 
times allocated  through  a  flat  unit  charge  to  each  place,  based 
on  the  number  of  customers.  The  auditor  should  examine  the 
amount  of  the  supplementary  charges  from  month  to  month  in 
order  to  fonn  an  opinion  as  to  the  accuracy  of  these  rates  as  a 
measure  to  determine  the  profit  or  loss. 

Statements  and  Records 

The  balance  sheet  and  income  statement  present  no  unusual 
features.  Statements  should  be  prepared  to  show  the  gross 
receipts  and  expenses,  the  number  of  customers  and  the  amount 
of  the  average  check,  the  number  of  customers  daily,  and  the 
amount  and  percentages  of  foodstuffs  and  of  other  costs,  and  the 
profit  or  loss  for  the  average  check. 

Where  more  than  one  restaurant  is  operated  the  auditor 
should  obtain  and  present  in  his  report  the  cost  per  chair  for 
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rental  and  depreciation  of  equipment  to  ascertain  whether  the 
seating  capacity  justifies  the  continuance  of  business  at  a 
particular  location. 

The  auditor  should  examine  the  record  of  the  daily  overs  and 
shorts  for  each  cashier  and  question  the  significant  shortages. 

Charges  to  Customers 

The  method  of  charging  the  customer  depends  somewhat 
upon  the  class  of  patrons  served.  The  scope  of  the  auditor's 
verification  of  cash  transactions  should  be  governed  thereby. 
In  many  restaurants,  a  checker  scrutinizes  the  food  as  the  waiter 
passes  from  the  kitchen  and  stamps  the  price  on  the  order  slip, 
at  the  same  time  recording  the  amounts  for  each  waiter  upon  a 
columnar  sheet.  The  total  of  this  sheet  should  agree  at  the  end 
of  the  meal  period  with  the  slips  and  cash  turned  in  at  the 
cashier's  desk.  The  slips  are  numbered  and  are  compared  with 
the  waiters'  pads  to  account  for  missing  checks.  The  auditor 
should  observe  this  system  in  actual  practice  and  note  whether 
an  adequate  inspection  of  the  trays  is  made  to  prevent  under- 
checking. 

In  other  restaurants  where,  because  of  the  great  volume  of 
business  transacted  in  a  short  period  of  time,  the  service  would 
be  retarded  under  this  plan,  or  where  plant  layout  would  make 
it  impracticable  or  costly,  the  customer's  check  is  issued  by  the 
individual  waiter.  Two  variations  of  this  method  are  cited  to 
illustrate  the  precautions  which  the  auditor  should  take  to  verify 
the  receipts. 

Under  one  plan,  the  customer  is  given  a  numbered  check  for 
the  amount  of  the  meal,  which  check  is  deposited  by  the  cashier 
in  a  locked  box.  At  the  close  of  the  meal  period,  the  box  is  sent 
to  the  ofiice  and  the  contents  are  counted  and  sorted  by  amounts 
for  statistical  and  control  purposes.  The  total  of  the  checks  used 
together  with  the  unused  checks  turned  in  by  the  head  waiter 
should  be  the  complement  given  out  for  the  meal  period.  Lost 
checks  should  be  the  exception  and  should  be  traced.    These 
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checks  are  permanent  and  are  given  out  in  sets  at  regular  inter- 
vals. Numbered  duplicate  stub  checks  are  used  for  amounts 
above  the  normal  check,  and  particular  attention  should  be  given 
to  see  that  they  are  paid.  The  total  of  the  checks  in  the  locked 
box  should  agree  with  the  receipts  turned  in  by  the  cashier. 

Under  the  other  p  an,  a  numbered  check  is  attached  to  a  stub 
and  the  amount  of  the  meal  is  punched  progressively  by  the 
waiter.  Under  the  last  two  methods  mentioned  the  danger  of 
underchecking  is  great,  and  so  the  auditor  should  inquire 
whether  spotters  are  employed  to  detect  irregularities. 

Losses  of  Foodstuffs,  Linens,  etc. 

Losses  in  foodstuffs,  apart  from  losses  due  to  weather  varia- 
tions, is  a  large  item  of  expense,  and  the  auditor  should  see  that 
extraordinary  care  is  taken  by  the  management  to  guard  against 
spoilage  in  materials  in  use  and  in  storage  and  against  thefts 
by  employees.  There  should  be  a  proper  inspection  of  employees 
leaving  the  building.  The  auditor  should  inquire  into  the 
method  of  receipt  of  materials  from  vendors  and  departmental 
transfers  to  satisfy  himself  that  the  full  count  is  received.  A 
restaurant,  like  a  hotel,  has  a  complete  bill  of  fare  and  must 
keep  on  hand  a  wide  variety  of  foodstuffs.  Because  of  the  need 
for  immediate  service  and  the  type  of  labor  employed  in  the 
kitchens,  much  of  the  material  is  kept  at  hand  and  requisitions, 
except  for  staple  suppUes  from  stock,  are  seldom  used.  The 
auditor  should  investigate  the  issuance  of  foodstuffs  to  see  that 
wherever  possible  the  material  is  controlled  by  permanent 
records. 

The  intensified  problem  of  indivisible  costs  and  the  use  of 
joint  facilities  in  the  ordinary  restaurant  makes  it  impracticable 
to  obtain  unit  costs,  and  no  records  are  kept  of  losses.  In  the 
examination  of  a  chain  of  lunchrooms  the  auditor  should  endeavor 
to  determine  the  amount  of  the  loss  from  spoilage,  waste  or 
theft.  Such  lunchrooms  have  a  limited  bill  of  fare,  quantity 
production,  orders  which  are  generally  known  in  advance,  and 
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control  the  losses  by  issuing  ingredients  sufficient  to  make  the 
required  number  of  orders  and  then  comparing  the  output  with 
the  units  called  for  by  the  rule. 

Linen,  crockery  and  flatware  are  subject  to  much  deteriora- 
tion and  theft.  The  value  shown  on  the  books  as  an  asset 
should  approximate  the  normal  complement  and  replacements 
should  be  charged  to  expense  accounts.  The  auditor  should  see 
that  adequate  stock  records  are  maintained  and  proper  provision 
made  for  depreciation. 

Depreciation,  etc. 

Since  the  residual  value  of  restaurant  equipment  is  small 
and  renewals  frequent  the  auditor  should  ascertain  that  suffi- 
cient reserves  for  depreciation  are  established  and  that  replace- 
ments not  adding  appreciably  to  the  value  of  the  plant  are 
charged  to  expense. 

SHIPBUILDING  PLANTS 

It  is  common  practice  in  the  shipbuilding  industry  to  accept 
contracts  which  require  a  long  time  to  fulfil  because  of  their  size. 
A  year  or  more  is  required  to  build  a  fair  sized  ship.  Such 
contracts,  except  some  government  war  contracts,  are  generally 
on  a  fixed-price  basis  requiring  several  payments  during  the 
course  of  construction. 

Materials  are  usually  purchased  for  and  charged  directly  to 
contracts  instead  of  going  through  a  stores  department.  The 
material  inventory  consists  of  standard  parts  and  supplies,  some 
of  which  may  be  used  from  time  to  time  on  such  contracts. 
Although  purchase  commitments  may  be  large  they  should  be  for 
definite  contracts,  having  a  fixed  sales  price. 

Uncompleted  Contracts 

Cost  of  work  in  progress  and  payments  received  on  contracts 
should  be  shown  in  separate  accounts  on  the  books.    On  the 
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balance  sheet  the  payments  should  be  deducted  from  the  cost  of 
work  in  progress  and  the  net  amount  extended  as  the  value  of 
work  in  progress.  The  payments  may  occasionally  exceed  the 
cost,  in  which  case  the  excess  payments  should  be  shown  as  a 
liability  on  the  balance  sheet.  The  latter  situation  may  arise 
from  advance  payments  or  accrued  profits  after  most  of  the  work 
has  been  performed. 

Profits  on  imcompleted  contracts  are  very  imcertain,  how- 
ever, due  to  possible  adjustments  which  may  later  become 
necessary.  An  estimated  profit  on  a  large  ship  which  is  over 
75  per  cent  completed  may  be  largely,  if  not  entirely,  wiped  out 
before  the  ship  is  accepted.  It  is,  therefore,  dangerous  to  take  a 
profit  on  an  uncompleted  contract.  If  a  contract  is  nearly  com- 
pleted and  it  appears  that  the  costs  may  exceed  the  total  con- 
tract price,  a  reserve  for  loss  should  be  set  up. 

Penalties 

The  conditions  stipulated  in  the  contracts  should  be  investi- 
gated for  penalties  due  to  delayed  delivery  or  any  other  special 
features  which  may  tend  to  reduce  the  apparent  profit.  It  may 
occasionally  be  found  that  even  after  the  delivery  of  a  ship,  the 
company  may  be  liable  for  defects  or  guarantees  for  a  consider- 
able period. 

Expense  Allocation 

So-called  administrative  and,  sometimes,  selling  expenses 
incurred  at  the  shipyard  instead  of  the  general  ofiice  may  be 
found  to  have  been  charged  to  work  in  progress  through  over- 
head. If  shipyards  have  only  two  or  three  large  contracts,  each 
of  which  extends  over  a  considerable  period  (a  year  or  more), 
administrative  expenses  which  are  caused  principally  by  the  work 
in  progress  may  be  largely  chargeable  to  such  contracts.  The 
cause  of  the  expense  should  be  the  determining  factor. 

Selling  expense  on  the  other  hand  should  not  be  so  charged 
since  in  some  years  the  amount  of  such  expense  may  be  small 
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with  large  results  and  in  others  large  but  with  small  results  and 
in  neither  case  can  it  be  logically  reasoned  that  these  expenses 
caused  by  efforts  to  obtain  new  business  are  chargeable  to 
business  already  secured.  If  selling  expenses  are  small,  however, 
this  is  not  an  important  point. 

It  may  be  found  that  overhead  not  consumed  on  account  of 
an  idle  portion  of  the  plant  is  charged  directly  to  income  rather 
than  to  the  small  amount  of  work  which  may  be  in  progress. 
This  method  is  to  be  recommended  because  the  resulting  costs 
of  the  contracts  actually  in  progress  are  not  unduly  increased 
on  account  of  overhead  costs  not  arising  from  the  work  being 
performed.  Costs  established  on  this  basis  may  be  used  by  the 
engineering  department  for  estimating  the  cost  of  new  contracts. 
Engineering  in  this  sense  is  considered  a  selling  expense. 

Insurance 

The  auditor  should  ascertain  that  proper  insurance  is  carried 
on  work  in  progress,  insurance  for  launchings  and  accidents, 
besides  the  other  forms  of  insurance  ordinarily  found  in  other 
businesses.  [_ 

Notes  Payable 

A  large  amount  of  notes  payable  may  be  found  to  exist, 
especially  if  the  payments  on  contracts  in  progress  are  consider- 
ably behind  the  cost.  This  condition  makes  necessary  a  large 
amount  of  working  capital,  which  may  be  in  part  provided  by 
means  of  short-term  notes.  Particular  attention  should  be 
given  to  the  examination  of  the  canceled  notes  and  verifying  the 
amount  of  those  outstanding  at  the  date  of  the  audit. 

Amortization  and  Depreciation 

Amortization  of  war  facilities  deducted  on  federal  tax 
returns  is  frequently  encountered.  The  auditor  should  ascer- 
tain that  such  amortization  charges  have  been  properly  deducted 
from  the  asset  values  and  that  subsequent  depreciation  has  been 
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based  on  the  net  residual  or  amortized  value  of  such  properties. 
The  subject  of  amortization  from  the  point  of  vifew  of  income 
tax  is  fully  treated  in  the  author's  Income  Tax  Procedure,  1922, 
Chapter  XXXII. 

The  auditor  should  consult  the  Accountants^  Index  for  depre- 
dation rates  to  be  applied  in  shipbuilding  plants. 

Income  Statement 

Due  to  the  length  of  time  required  to  complete  the  contracts, 
yearly  income  statements  do  not  give  satisfactory  results  unless 
a  special  arrangement  is  used. 

For  concerns  having  nearly  equal  annual  sales  the  deduction 
of  administrative  and  selling  expenses  from  gross  profit  is  the 
accepted  procedure. 

In  shipbuilding,  however,  the  sales  which  arise  from  closed 
contracts  only  are  smaU  in  some  years  and  large  in  others. 
Accrued  profits,  if  any,  are  carried  forward  to  the  year  in  which 
the  contract  is  finished.  Thus  the  gross  profit  in  one  year  may 
be  so  small  that  the  administrative  and  selling  expenses,  if 
deducted  in  total  therefrom,  produce  an  apparent  loss.  Adminis- 
trative and  selling  expenses,  therefore,  should  be  prorated  to  the 
cost  of  all  contracts  on  some  equitable  basis  so  that  a  proportion 
is  deducted  from  the  profit  on  each  contract.  This  necessitates 
the  holding  over  of  some  of  these  expenses  which  have  been 
prorated  to  unfinished  contracts  at  the  end  of  the  year.  Such 
deferred  expenses  are  frequently  shown  as  part  of  the  inventory 
of  work  in  progress,  having  been  distributed  through  overhead 
as  has  been  previously  stated. 

This  procedure  may  be  attacked  as  not  being  conservative  ac- 
counting. The  only  answer  is  that,  if  these  expenses  are  charged 
off  yearly,  so  that  they  do  not  enter  into  work  in  progress,  the 
condition  of  unfinished  contracts  should  be  such  that  a  portion  of 
accrued  profits  may  be  taken  which  may  more  than  offset  the 
administrative  and  selling  expenses. 

Either  method  should  produce  similar  results.    The  main 
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difficulty  lies  in  ascertaining  the  accrued  profits  on  unfinished 
contracts.  If  a  profit  is  exp>ected  to  be  made  on  a  contract,  it 
is  more  conservative  to  take  none  of  the  profit  until  the  ship  is 
finished.  If  a  loss  may  be  expected,  a  reserve  for  the  accrued  loss 
should  be  set  up,  as  previously  mentioned. 

The  yearly  income  statement  is,  at  best,  not  as  accurate  as  is 
that  for  the  manufacturing  plant  with  its  quantity  production. 
It  is  desirable  to  show  a  detailed  statement  of  income  for  each 
contract,  the  total  for  all  contracts  closed  out  within  the  period 
under  audit,  the  total  for  two  or  three  years  previous,  and  the 
accumulated  total.  The  change  in  percentage  of  accumulated 
profits  to  sales,  as  between  the  beginning  and  end  of  the  year, 
thus  indicates  the  trend  of  the  business. 

For  a  discussion  of  the  proper  treatment  of  profit  on  uncom- 
pleted contracts,  for  the  purposes  of  the  federal  income  tax  see 
the  author's  Income  Tax  Procedure^  1922,  page  449. 
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CHAPTER  XXII 
MISCELLANEOUS 

(Part  III) 

In  the  first  part  of  this  chapter  the  salient  points  in  auditing 
the  accounts  of  lawyers,  doctors  and  architects  are  discussed. 
The  remainder  of  the  chapter  deals  with  the  audit  features  of 
branch  accounts,  partnerships  and  profit-sharing  schemes. 

LAWYERS 

The  nature  of  a  lawyer's  work,  together  with  a  general  ten- 
dency on  the  part  of  professional  men  toward  laxity  along  book- 
keeping lines,  makes  a  complete,  detailed  audit  a  necessity  if  it 
is  to  be  effective. 

A  difficulty  which  frequently  confronts  an  auditor  going  over 
a  lawyer's  books  is  that  they  are  the  stock  forms  sold  by  law 
stationers.  These  are  designed  with  a  view  to  saving  time 
rather  than  for  any  other  purpose. 

An  important  requirement  is  to  make  certain  that  the 
amount  included  in  the  balance  sheet  for  outstanding  charges 
represents  the  actual  sum  included  in  bills  to  cUents,  Every  item 
of  costs  charged  a  client  might  profitably  be  compared  with  a 
copy  of  the  bill  rendered  to  make  sure  that  all  amounts  charge- 
able have  been  properly  debited.  Care  should  be  taken  to  note 
amounts  that  may  have  been  paid  on  account.  Retainers  may 
not  be  so  considered. 

A  not  imcommon  practice  among  lawyers  is  the  failure  to 
distinguish  between  personal  funds  and  those  of  clients.  This 
very  condition  emphasizes  the  necessity  and  importance  of  proper 
accounts  being  kept  by  those  attorneys  who  wish  to  avoid  any 
possible  reflection  upon  their  manner  of  dealing  with  moneys 
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intrusted  to  them  by  clients.  This  separation  of  money  materi- 
ally simplifies  the  keeping  of  accounts.  Each  large  estate  should 
have  its  own  bank  accoimt  and  separate  books,  entirely  inde- 
pendent of  the  books  of  the  firm. 

A  "Clients*  Accounts"  column  in  the  cash  book  should  show  all 
money  received  in  trust  for  clients,  and  if  there  is  but  one  bank 
account,  it  would  be  advisable  to  recommend  separate  columns, 
so  that  the  "clients'  "  accounts  may  be  distinct  from  the  "general" 
bank  account. 

It  is  a  common  occurrence  for  a  practitioner  to  make  pay- 
ments on  behalf  of  a  client  who  may  not  have  a  credit  balance 
upon  the  books.  It  is  especially  desirable,  therefore,  that  pro- 
vision be  made  for  charges  to  be  so  entered  that  reference  to  any 
account  will  reflect  its  true  condition  and  lead  to  its  settlement. 

All  expenses  paid  should  be  supported  by  invoices  approved 
by  the  attorney,  or  in  a  partnership,  by  one  of  the  partners. 
Although  certain  clients  apparently  do  not  require  such  docu- 
ments in  supp>ort  of  the  expenses  charged  to  them,  there  is  always 
a  p>ossibiUty  that  at  some  time  these  evidences  of  payment  may 
be  requested.  This  request  may  be  the  result  of  changes  in  the 
management  of  the  client's  office.  The  fact  that  the  attorney's 
oflSce  cannot  produce  the  receipts  may  be  considered  a  reflection 
on  their  abihty  to  handle  the  client's  affairs.  Where  payments 
or  advances  aggregating  fairly  large  sums  are  made  and  the 
client  has  no  credit  balance  or  an  insufficient  balance,  the  advis- 
ability of  charging  interest  to  the  client  should  be  considered. 

An  important  advantage  in  keeping  large  estates  quite  sepa- 
rate from  the  general  accounts  is  that  the  cost  of  keeping  them, 
and  of  having  them  audited,  may  then  frequently  be  charged, 
together  with  other  costs,  against  the  estate.  It  is  possible,  also, 
to  submit  these  accounts  to  clients  or  their  representatives  with- 
out disclosing  any  other  transactions.  If  they  be  so  examined  at 
regular  intervals,  it  may  not  be  necessary  to  have  them  audited 
also  by  the  lawyer's  auditors.  In  this  way  a  further  saving  of 
expense  may  be  effected. 
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Investments  made  by  the  firm  should  be  inspected  and  the 
income  therefrom  should  be  accounted  for.  Securities  may  be 
received  by  a  legal  firm  in  lieu  of  fees.  The  auditor  should  satisfy 
himself  in  such  cases  that  the  charges  for  the  services  are  not  car- 
ried as  accounts  receivable  after  the  securities  are  received  in 
settlement. 

There  should  be  a  daily  record  or,  in  smaller  offices,  a  diary 
in  which  entries  should  be  made  of  the  time  spent,  and  the  value 
of  the  service  rendered  for  each  client  whose  affairs  have  come  up 
on  that  day.  The  auditor  should  examine  the  record  carefully 
since  he  will  usually  find  a  number  of  items  unbilled.  A  case  may 
have  been  discontinued  at  a  client's  request.  A  case  may  be 
pending  due  to  missing  evidence  or  witnesses.  A  case  may  have 
been  concluded  and  the  fact  that  a  charge  to  accounts  receivable 
should  be  made,  overlooked.  A  list  of  such  unbilled  services 
should  be  prepared  and  submitted  to  the  client.  The  auditor 
should  ascertain  whether  a  systematic  record  is  made  of  the 
daily  time  of  the  lawyers  or  other  members  of  the  organization 
or  of  the  services  rendered.  Many  lawyers  undoubtedly  lose 
money  through  undercharges  because  of  lack  of  records.  Others 
lose  clients  because  they  charge  excessive  amounts  on  account  of 
insufficient  information  relative  to  the  time  consumed  on  the 
various  cases. 

Such  expenses  as  telegrams,  cables,  printing,  etc.,  may  have 
been  incurred  for  clients,  and  inquiries  should  be  made  to  the  end 
that  the  auditor  may  be  satisfied  that  a  proper  proportion  has 
been  charged  to  clients. 

The  outstanding  accounts  receivable  of  a  lawyer  require  close 
examination  to  determine  that  all  bad  debts  have  been  written 
off.  Lawyers  have  been  known  to  insist  that  an  account,  which 
was  outlawed  by  the  statute  of  limitations,  was  still  good.  The 
auditor  should  be  able  to  make  proper  provision  for  bad  debts 
from  an  examination  of  the  correspondence  and  from  information 
elicited  from  the  client  and  his  organization. 

K  any  undistributed  earnings  apply  to  an  earlier  co-partner- 


ARCHITECTS'  ACCOUNTS  521 

ship,  the  auditor  should  see  that  such  earnings  are  segregated. 
When  the  distribution  of  these  earnings  is  made  it  should  be  in 
accordance  with  the  old  partnership  agreement.  Distributions 
of  the  existing  partnership  earnings  should  naturally  be  in  ac- 
cordance with  the  agreement  in  force,  which  should  be  examined 
by  the  auditor. 

ARCHITECTS 

The  accounts  of  architects  are  not  usually  so  voluminous  as  to 
preclude  making  a  detailed  audit.  Owing  to  the  fact  that  men 
who  are  professionally  very  able  do  not  always  have  a  keen 
business  sense,  it  is  important  that  the  auditor  exert  every  effort 
to  safeguard  the  financial  affairs  of  his  client  and  protect  him 
from  loss. 

All  payments  should  be  carefully  scrutinized.  This  is 
particularly  necessary  because  some  of  the  expenditures  are 
recoverable  from  clients  and  the  auditor  should  see  to  it  that  all 
such  payments  have  been  duly  charged  to  accounts  with  the 
clients. 

A  very  important  part  of  the  audit  is  the  verification  of  the 
commissions  and  fees  charged  to  clients.  Fees  of  specified 
amount  are  sometimes  agreed  upon,  or  are  charged  in  the  case  of 
preliminary  work  (such  as  sketches,  etc.)  done  in  cases  where  the 
proposed  undertaking  is  abandoned.  Usually,  however,  the 
architect's  compensation  is  based  on  an  agreed  percentage  of  the 
cost  of  the  building  and  its  equipment  when  the  latter  comes 
imder  the  architect's  supervision.  This  makes  it  necessary  for 
the  architect  to  keep  a  record  of  contracts  let  and  payments 
made  thereon.  The  auditor  should  refer  to  this  record  as  a 
means  of  verifying  the  charges  to  clients.  Such  a  record  of 
contracts  is,  of  course,  also  a  necessary  part  of  an  architect's 
records  for  the  purpose  of  having  a  basis  on  which  to  issue 
certificates  of  the  amounts  which  are  to  be  paid  by  the  owners  for 
work  done  by  contractors. 
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Another  method  which  is  frequently  used  is  to  consider  60 
per  cent  of  the  commission  as  being  earned  when  the  contract  is 
let,  and  the  balance  of  40  per  cent  being  earned  when  the  pay- 
ments to  contractors  are  made  by  owners  on  the  architect's 
certificates. 

Since  there  is  almost  invariably  considerable  work  unfinished 
at  the  end  of  a  fiscal  period,  a  basis  of  valuing  it  must  be  found. 
The  author's  experience  is  that  a  quite  satisfactory  basis  is  the 
amount  of  contracts  let,  a  part  of  the  agreed  rate  of  commission 
being  taken  up  on  the  amount  of  all  contracts  awarded,  and  the 
remaining  part  of  the  commission  on  the  amount  of  payments 
made  on  the  contracts.  There  will  be  some  engagements  on 
which  the  work  has  not  yet  advanced  to  the  point  of  awarding 
construction  contracts.  Valuations  of  such  work  should  be  made 
by  the  architect  himself,  frequently  in  round  sums,  and  the  audi- 
tor should  see  to  it  that  the  estimated  valuations  are,  if  anything, 
ultraconservative.  When  the  work  is  only  in  the  preliminary 
stage  there  is  frequently  a  possibility  of  the  project  being  aban- 
doned or  indefinitely  postponed,  and  in  such  cases  the  architect 
is  not  always  able  to  secure  remuneration  commensurate  with 
the  work  actually  done. 

The  accounts  receivable  of  the  architect  may  include  items 
charged  to  clients  which  are  practically  worthless,  due  to  disputes 
about  the  work  done  or  due  to  a  lack  of  an  imderstanding  be- 
tween several  parties  as  to  who  would  be  liable  for  the  architect's 
fee.  In  any  event  charges  of  several  months'  standing  in  con- 
nection with  work  which  has  been  discontinued  or  halted  tempo- 
rarily should  be  closely  investigated  and  written  off  unless  there 
is  good  reason  for  carrying  them. 

If  the  office  is  a  large  one  the  drawing  materials,  paper  and 
other  supplies  should  be  inventoried,  because  the  increase  or 
decrease  in  such  inventories  during  the  period  under  review  may 
have  a  material  effect  on  the  earnings.  This  is  equally  true  of 
smaller  ofiices  where  a  large  engagement  is  in  process  either  at 
the  beginning  or  the  end  of  the  period. 
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DOCTORS 

The  absence  of  a  uniform  system  of  bookkeeping  in  the  oflSces 
of  medical  men,  and  their  failure,  in  most  instances,  to  realize  the 
value  or  desirability  of  keeping  accurate  accounts  with  patients, 
renders  it  difl&cult  in  the  space  here  available  to  offer  definite  use- 
ful suggestions  as  to  the  method  of  audit.  Assuming,  however, 
that  there  is  a  patients  ledger,  it  may  be  suggested  that  to  go 
behind  the  charges  therein  is  not  necessary.  In  fact,  in  many 
instances  it  is  not  possible  to  do  so,  since  the  charges  may  or  may 
not  represent  a  stated  number  of  visits,  and  since  frequently  a 
limip  sum  is  charged  for  a  case. 

The  auditor  should  endeavor  to  introduce  some  efficient 
system  of  recording  visits  so  that  the  client  may  have  before  him 
all  the  facts  when  making  his  charges.  It  would  be  especially 
satisfactory  for  purposes  of  subsequent  reference  if  this  record 
gave,  in  the  case  of  a  family,  the  name  of  the  particular  patient 
visited,  although  the  ledger  account  might  appear  in  the  name  of 
the  family  head. 

All  credits  on  the  patients  ledger  should  be  carefully  checked 
by  the  auditor  in  order  that  all  moneys  credited  to  patients  may 
be  properly  accounted  for.  Any  allowances  that  have  been 
made  should  be  particularly  noted.  Many  practitioners  employ 
one  or  more  assistants  who  are  authorized  to  receive  money. 
Where  this  is  so,  the  importance  of  following  ordinary  commer- 
cial precautions  against  fraud  is  apparent. 

Occasionally  payments  are  made  on  account  of  patients  for 
medicines,  consultation  fees,  or  other  items.  It  is  important 
that  the  auditor  determine  that  such  charges  have  been  charged 
up  and  duly  collected.  Where  practitioners  supply  their 
patients  with  medicines  and  drugs  it  is  necessary  that  the  ac- 
counts of  druggists,  etc.,  be  carefully  checked,  and  at  balancing 
time  an  allowance  should  be  made  for  the  value  of  drugs  in  stock. 

Automobiles  or  horses  and  carriages  that  are  the  property  of 
the  practitioner  should  be  depreciated  at  the  rate  of  15  to  30  per 
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cent  per  annum.  If  these  are  rented  it  is  equally  important  to 
include  cost  of  hire  to  the  date  of  balancing,  or,  in  case  of  pay- 
ment in  advance,  to  carry  a  proportionate  part  forward  as  a 
deferred  asset. 

If  the  practitioner  has  an  oflSce  in  his  residence,  a  portion  of 
the  rent  or  of  the  taxes,  interest,  insurance,etc.,  should  be  included 
in  his  expenses,  also  an  item  for  depreciation  of  furniture  and 
equipment  in  such  ofl&ce.  Some  physicians  who  have  their 
offices  in  their  residences  are  assisted  by  some  member  of  their 
families  during  a  part  of  the  day.  If  it  would  be  necessary  to 
employ  someone  if  the  member  of  the  family  were  not  available, 
consideration  should  be  given  to  the  advisabiUty  of  including  a 
charge  for  such  services  among  the  expenses. 

BRANCH  ACCOUNTS 

The  close  relation  which  exists  between  a  branch  house  and 
the  parent  concern  presupposes  the  existence  of  complete  records 
or  reports  at  the  head  office;  but  it  is 'necessary  that  the  auditor 
ascertain  definitely  how  complete  the  branch  records  are  and  by 
what  system  they  are  reflected  in  the  general  books. 

Some  branches  keep  a  full  set  of  books  and  furnish  regular 
returns  as  required  by  the  home  office.  In  such  case  the  latter 
has  only  a  current  account  with  the  branch  in  the  general  books, 
which  is  a  controlling  account,  and  represents  the  branch's 
capital,  composed  of  the  assets  at  the  branch,  less  the  liabilities. 
Usually  such  assets  are  represented  by  cash,  stock  on  hand  and 
accounts  receivable;  and  in  preparing  the  final  or  consolidated 
balance  sheet,  the  branch  balances  must  be  divided  into  the 
various  classes  of  assets  of  which  they  are  composed.  They 
should  never  be  treated  simply  as  accounts  receivable.  If  a 
branch  is  not  visited  by  the  auditor,  complete  reports  or  returns 
should  be  furnished  him,  properly  certified,  and  as  far  as  may  be 
necessary  he  should  check  them  into  the  head  office  books.  All 
cash  remittances  included  in  the  branch  report  should  be  checked 
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into  the  general  books  and  all  cash  sent  from  the  head  office, 
should  be  supported  by  proper  vouchers.  A  reconciliation  of 
the  account  between  the  branch  and  the  head  office  should  be 
made,  either  at  a  particular  date  during  the  audit  or  as  of  some 
date  within  the  period  under  review.  The  only  items  afifecting 
such  reconciliation  are  the  cash  or  invoices  in  transit,  and  these 
should  subsequently  be  investigated  and  thoroughly  vouched 
to  determine  their  propriety. 

Some  concerns  allot  a  permanent  cash  fimd  to  each  branch, 
and  require  that  all  receipts  be  deposited  to  the  credit  of  the 
home  office.  In  such  cases  it  is  necessary  to  see  that  the  moneys 
received  at  the  branch  appear  on  the  bank  statement  or  pass- 
books as  deposited. 

The  cash  fund  allotted  to  the  branch  is  used  for  local  expendi- 
tures and  is  reimbursed  periodically  under  the  imprest  system. 
The  reports  substantiating  these  reimbursements  should  be  ac- 
companied by  vouchers  for  each  disbursement.  These  vouchers 
should  be  inspected,  for  a  test  period  at  least,  and  the  items  from 
the  reports  checked  into  the  general  expense  accounts. 

In  the  case  of  a  first  audit,  the  same  care  should  be  exercised 
in  vouching  the  assets  at  branches  as  at  the  home  office. 

When  an  auditor  accepts  the  certificate  of  officials  or  other 
persons  for  the  verification  of  assets  at  branches,  he  should  limit 
his  responsibility  by  a  statement  to  that  effect  in  his  report. 
He  should,  however,  satisfy  himself  that  all  questions  of  princi- 
ple, such  as  valuation  of  stocks,  depreciation,  reserve  for  bad 
debts,  etc.,  have  been  properly  considered. 

Some  head  offices  now  have  on  file  duplicates  of  all  records 
prepared  by  branch  houses.  The  latter  are  able  to  furnish  these 
by  the  use  of  typewriters  or  other  mechanical  bookkeeping  de- 
vices adapted  for  the  purpose.  By  one  operation  customers 
ledgers  are  posted,  customers'  monthly  statements  are  written 
and  duplicate  ledger  sheets  are  prepared  for  the  head  office,  while 
duplicate  records  of  cash  receipts  and  disbursements  form  a  cash 
book  with  which  it  is  possible  to  keep  in  close  touch.    The 
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facilities  thus  afforded,  whereby  instant  reference  can  be  had  to 
branch  transactions,  make  possible  a  most  satisfactory  branch 
house  internal  audit  at  the  home  ofl&ce. 

Goods  billed  to  retail  branches  by  the  head  office  are  charged 
either  at  cost  price,  at  cost  price  plus  a  percentage  or  at  selling 
price,  inventories  in  each  case  being  taken  on  a  similar  basis. 
For  balance  sheet  purposes  the  auditor  should  ascertain  that  the 
values  of  the  stocks  in  the  last  two  cases  have  been  reduced  to 
cost  or  market  price,  whichever  is  lower. 

Schedules  of  debtors  at  the  branch  should  be  submitted,  duly 
certified,  and  the  auditor  should  make  certain  that  all  branch 
liabilities  not  already  shown  in  the  head  office  books  have  been 
taken  into  account. 

In  making  up  a  balance  sheet  of  the  concern  as  a  whole,  the 
auditor  must  not  overlook  the  fact  that  accounts  between 
branches  and  the  home  office,  if  included  in  controlling  accoimts 
with  the  ordinary  receivables  and  payables,  should  be  eliminated. 

In  addition  to  the  points  mentioned  above,  the  audit  of 
foreign  branches  involves  the  question  of  exchange.  This  re- 
quires that  the  conversion  of  the  various  items  into  domestic 
currency  be  checked  and  that  the  difference  in  exchange  be  ascer- 
tained to  have  been  properly  handled.  If  exchange  fluctuates, 
the  value  of  the  fixed  assets  should  be  converted  into  domestic 
currency  at  the  rate  current  when  actually  purchased,  the  cur- 
rent assets  and  liabilities  at  the  rate  prevailing  at  the  close  of  the 
fiscal  period,  and  remittances  during  the  period  at  the  actual 
rate  at  which  made.  If  the  conversion  results  in  a  loss,  it  should 
be  charged  off;  if  it  results  in  a  profit,  it  is  proper  and  is  some- 
times considered  desirable,  to  carry  it  forward  as  a  reserve 
against  possible  losses  in  a  succeeding  period. 

If  not  covered  by  reports  of  the  statistical  department  of  the 
client,  comparative  statements  of  sales,  revenue  and  expenses 
between  periods  should  be  prepared  for  each  branch,  showing  the 
percentage  of  profit  on  sales  and  of  expense  as  compared  with 
sales,  and  comparison  of  profits  between  branches,  taking  into 
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consideration  the  length  of  time  the  various  branches  have  been 
in  existence,  size  of  each  branch,  population  of  territory  served, 
competition  and  distance  from  home  office  or  point  of  shipment 
of  principal  conmiodities.  It  is  very  apparent  that  unless  these 
conditions  are  taken  into  consideration,  one  manager  in  charge 
of  an  exceptionally  well-located  branch,  although  showing  a 
greater  percentage  of  profit  than  another,  may  be  even  less 
efficient  than  the  manager  of  a  new  store  located  a  considerable 
distance  from  the  home  office,  warehouse,  or  factory  and  in  a 
smaller  community  where  there  is  more  competition,  which  is 
all  the  more  keen  on  account  of  the  long  standing  of  the  competi- 
tor in  the  community, 

PARTNERSHIPS 

Partnership  Agreements 

Corresponding  to  the  charter,  by-laws  and  minutes  of  a  cor- 
poration is  the  written  agreement  of  co-partnership.  The  audi- 
tor should  not  certify  to  the  balance  sheet  or  income  statement 
of  a  partnership  without  reading  this  agreement.  As  with  the 
board  minutes,  it  may  disclose  important  matters  relating  to  the 
finances  and  accounts,  a  true  reflection  of  which  should  be  found 
in  the  balance  sheet. 

In  audits  of  firms,  the  rights  and  liabilities  of  each  partner 
must  be  considered.  Usually  one  partner  names  or  retains  the 
auditor,  and  in  many  cases  assumes  an  embarrassing  proprietary 
interest  over  him.  Nevertheless,  the  auditor  must  maintain  the 
strictest  neutrality,  for  partnerships  too  often  end  in  litigation, 
and  the  auditor  who  has  shown  any  signs  of  favoritism  may  find 
himself  in  an  unpleasant  position. 

If  there  is  no  partnership  agreement  or  if  it  is  deficient  in 
terms,  the  following  gxiide  may  be  profitably  consulted,  and  if 
any  material  divergence  exists  between  what  a  partner  does  and 
what  he  should  do,  the  attention  of  each  partner  should  be  called 
to  the  infraction  noted. 
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Business  men  are  beginning  to  appreciate  the  fact  that  pro- 
fessional accountants  are  able  to  advise  them  properly  with 
respect  to  the  accounts  necessary  to  prevent  disputes  over  part- 
nership agreements.  Since  accounts  are  the  written  record  of 
the  business,  it  follows  that  almost  all  differences  of  opinion 
between  partners  relate  to  the  accounts.  Lawyers  do  not  fore- 
see these  differences  and  most  of  them  do  not  imderstand  ac- 
coimts;  therefore  the  accountant,  whose  experience  fits  him  to 
point  out  in  advance  the  various  matters  out  of  which  mis- 
understandings arise,  is  the  logical  adviser  and  insurer  against 
many  of  these  points  of  difference. 

The  duties  of  the  professional  auditor  are  not  always  analyti- 
cal; prevention  is  better  than  cure,  so  that  when  an  oppor- 
tunity presents  itself  to  make  litigation  and  other  imfortunate 
experiences  less  probable,  it  is  his  clear  duty  to  point  out  the 
best  course  to  pursue. 

The  following  rules  cover  the  more  important  points  in 
partnership  agreements,  as  far  as  the  accoimts  are  concerned: 

1.  Nature  of  Business.  The  scope  of  the  business  and  the 
relation  of  each  partner  to  the  business  should  be  clearly  stated; 
also  whether  a  partner  is  f)ermitted  to  engage  in  outside  trans- 
actions and  whether  or  not  each  partner  is  required  to  devote 
all  of  his  time  to  the  business. 

2.  Capital.  Specify  the  amount  to  be  contributed  by  each 
partner,  and  how  it  is  to  be  paid.  If  partners  agree  to  contribute 
equally,  the  agreement  should  state  whether  cash  or  its  equiva- 
lent is  to  be  paid  in  and  the  penalty,  if  any,  for  the  failure  of 
one  partner  to  contribute  as  much  as  another. 

3.  Changes  in  Capital.  If  imdrawn  profits  automatically 
increase  and  losses  decrease  the  capital  accounts  of  the  partners, 
the  agreement  should  cover  the  point  fully,  since  the  interests  of 
the  partners  in  capital  and  profits  may  not  be  the  same. 

4.  Interest  on  Capital.  Unless  provided  for  in  the  agree- 
ment, capital  contributions  do  not  bear  interest.  If  interest  is 
to  be  allowed,  the  rate  should  be  fixed. 
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5.  Withdrawals.  Since  this  is  frequently  a  matter  of  dis- 
pute, explicit  provision  should  be  made  to  cover  the  manner  and 
extent  of  withdrawals  and  the  penalty  for  overdrafts. 

6.  Undrawn  Profits.  If  profits  are  allowed  to  accumulate, 
the  agreement  should  state  whether  such  amounts  are  to  be 
treated  as  loans  or  additional  capital.  This  provision  is  impor- 
tant, since  the  agreement  may  provide  (see  8  below)  that  profits 
are  to  be  apportioned  on  the  basis  of  capital  contributed. 

7.  Interest  on  Loans  or  Withdrawals.  If  it  is  desired  that 
interest  should  be  allowed  on  loans,  or  charged  on  withdrawals 
so  state  and  specify  the  rate. 

8.  Distribution  of  Profits  or  Losses.  State  the  method  of 
apportioning  profits  or  losses  and  specify  each  partner's  per- 
centage, also  any  contingency  which  may  affect  the  share  of 
any  one. 

9.  Approval  of  Accounts.  There  should  be  some  agreement 
as  to  the  approval  of  the  individual  partners'  accounts  in  respect 
to  withdrawals  as  well  as  in  respect  to  the  income  and  capital 
accounts. 

10.  Salaries  of  Partners.  If  any  partner  is  to  receive  a  stated 
salary,  specify  the  amount,  when  it  is  to  be  credited,  whether 
or  not  interest  is  to  be  allowed  thereon  if  undrawn  and  whether 
the  amount  is  to  be  charged  as  an  expense  of  the  business  before 
ascertaining  the  profit  or  loss. 

11.  Dissolution.  State  procedure  if  partner  dies  or  with- 
draws; whether  books  shall  be  balanced  at  once  or  allowed  to 
run  on  to  end  of  month  or  other  period;  whether,  in  case  of  disso- 
lution, partners  are  to  share  losses  in  same  prop>ortion  as  each 
one's  capital  bears  to  entire  capital. 

12.  Special  Causes  for  Dissolution.  If  partnership  can  be 
dissolved  for  other  reason  than  death,  such  as  disability  or  intem- 
p)erance,  state  complete  details. 

13.  Settlement  after  Dissolution.  It  is  important  not  only  to 
arrange  the  method  of  determining  each  partner's  share  upon 
dissolution,  but  it  is  equally  important  to  fix  the  details  of  pay- 
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ment.  The  most  equitable  way  is  to  provide  for  full  payment 
within  a  fixed  period,  or  to  pay  a  certain  proportion  armually  or 
semiannually.     State  rate  of  interest  on  balance. 

14.  System  of  Accounts.  To  obviate  subsequent  differences 
of  opinion  as  to  the  system  of  accounts,  the  agreement  should 
specify  that  double-entry  accounts  be  kept,  that  they  be  balanced 
regularly  and  that  they  be  audited  annually  or  of  tener  by  a  pro- 
fessional accountant.  It  is  desirable  that  the  method  of  selecting 
the  auditor  be  stated. 

15.  Disputes  about  Accounts.  An  arbitration  clause  should 
be  inserted  to  the  effect  that  if  any  dispute  arises  involving  the 
accounts,  it  is  to  be  submitted  for  settlement  to  a  certified  public 
accountant  to  be  mutually  agreed  upon.  Since  disputes  occur 
with  respect  to  other  matters  as  well  as  to  the  accounts,  in  such 
cases  the  reference  should  be  made  to  a  certified  public  accoun- 
tant and  a  lawyer,  with  power  lodged  in  them  to  select  a  third 
party  in  case  of  disagreement. 

16.  Firm  Insurance.  If  life  insurance  for  the  benefit  of  the 
firm  is  to  be  carried  on  the  life  of  one  or  more  partners,  state 
how  the  premiums  are  to  be  paid,  and  the  disposition  of  the  pro- 
ceeds if  collected.  Also  state  the  disposition  if  the  partnership 
is  dissolved  while  the  policy  is  in  force. 

The  following  argument  advanced  by  an  insurance  solicitor 
has  enough  merit  in  it  to  commend  it  to  the  attention  of  every 
professional  adviser: 

The  alert  intelligence  of  the  American  business  man  has  discovered 
in  life  insurance  a  most  valuable  assistance  in  establishing  his  credit,  and  of 
late  years  the  amount  of  insurance  taken  out  for  purely  business  reasons 
has  increased  enormously. 

Many  partnerships  have  been  crippled  by  the  death  of  a  partner  at  a 
crucial  period  in  their  existence.  In  every  properly  co-ordinated  partner- 
ship each  partner  is  a  specialist  in  the  department  over  which  he  has  immedi- 
ate charge.  His  death  not  only  means  a  loss  in  efficiency  which  competition 
may  render  dangerous,  but  it  may  also  mean  the  withdrawal  of  working 
capital  at  a  time  when  the  replacing  of  it  would  be  difficult,  if  not  impossible. 
There  are,  moreover,  instances  where  it  would  be  especially  desirable  to 
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buy  out  the  interest  of  the  estate  of  the  deceased  and  thus  prevent  the 
embarrassment  of  having  this  interest  represented  by  a  person  ignorant  of 
the  business  or  antagonistic  to  the  other  partners.  In  fact,  the  more  highly 
developed  and  successful  the  copartnership,  the  greater  the  possibility  of 
loss  through  the  death  of  a  partner.  The  indemnity  which  life  insurance 
offers  against  such  a  loss  is  well  nigh  perfect,  inasmuch  as  upon  the  contin- 
gency of  death  the  policy  is  tantamount  to  a  sight  draft  upon  the  company 
in  favor  of  the  surviving  partners. 

Partnership  policies  may  be  taken  jointly  upon  the  lives  of  a  nimiber  of 
partners,  providing  upon  the  death  of  any  member  of  the  firm  for  the 
payment  of  the  face  of  the  policy  to  the  surviving  members.  Should  the 
partnership  be  dissolved,  however,  the  policy  could,  if  desired,  be  converted 
into  separate  insurances  for  equitable  amounts  upon  the  lives  of  the  indi- 
viduals who  had  composed  the  firm.  Or  individual  policies  may  be  taken  in 
the  first  instance  upon  the  lives  of  each  partner.  Upon  the  death  of  a 
partner  the  insurance  upon  his  life  would  be  paid  to  the  surviving  partners, 
the  other  poUcies  remaining  unaffected.  Upon  a  dissolution  of  the  partner- 
ship, a  partner  could  purchase  his  own  policy,  having  it  released  to  such 
beneficiary  as  he  might  elect,  and  continue  it  as  his  own  insurance.  This 
privilege  is  especially  valuable  when  the  health  of  the  insured  has  become 
sufficiently  impaired  to  make  it  impossible  for  him  to  obtain  new  insurance. 

17.  How  to  Avoid  Litigation.  In  litigation  between  partners 
it  has  been  held  that  where  partnership  books  exhibit  statements 
of  account  and  entries  of  periodical  settlement  and  partial  divi- 
sions of  assets,  but  where  there  has  been  no  final  accounting, 
the  periodic  settlements  do  not  constitute  a  final  settlement  or 
account  stated  so  as  to  preclude  a  revision  of  the  accounts. 

The  auditor  should  therefore  be  careful,  in  accepting  state- 
ments of  clerks  or  one  partner,  that  the  accounts  were  settled  up 
to  a  certain  date.  If  at  any  time  a  final  settlement  had  been 
made  the  words  "final  settlement  to  this  point"  would  seem  to 
be  necessary  to  preclude  the  reopening  of  the  accounts  in  the 
event  that  any  subsequent  dispute  should  arise. 

The  binding  force  of  an  account  stated  will  not  be  given  to  the  mere 
furnishing  of  an  account  or  other  transaction  which  was  not  with  a  view  to 
asserting  a  claim,  establishing  a  balance  due,  or  finally  adjusting  the 
matters  of  account  between  the  parties,     (i  Cyc.  367.) 
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18.  Good-Will.  If  withdrawing  partners  or  representatives 
of  deceased  partners  are  entitled  to  good-will,  based  on  profits  or 
otherwise,  state  the  method  of  calculation  in  detail.  For  in- 
stance, if  salaries  of  partners  are  treated  as  business  expenses 
in  determining  annual  distributions,  state  whether  or  not  such 
salaries  are  to  be  likewise  treated  if  good-will  is  based  on  "average 
net  profits."  Salaries  of  partners  and  interest  on  partners' 
capital  are  in  reality  divisions  of  profit — not  expenses — and  it 
requires  a  clear  and  afl&rmative  agreement  to  deal  with  them  as 
expenses. 

The  auditor  should  be  familiar  with  the  legal  provisions  in 
his  state  relative  to  the  rights,  powers  and  liabihties  of  partners 
so  that  he  can  call  attention  to  any  act  which  was  not  performed 
according  to  law. 

For  instance,  in  some  states: 

A  contract  to  convey  or  to  purchase  realty  may  be  made  by 
a  partner  if  within  the  scope  of  the  business. 

Real  property  which  is  purchased  for  sales  purposes  is 
considered  as  personalty. 

A  partner  who  uses  firm  money  for  his  personal  uses  must 
account  to  the  firm  for  the  profits  made,  but  any  loss 
incurred  in  such  transaction  must  be  borne  by  the  partner 
individually. 

Any  restrictions  placed  on  the  powers  of  partners  by  agree- 
ment between  them  do  not  bind  third  persons  unless  the 
latter  have  been  notified  of  the  existence  of  such  re- 
strictions. 

A  partner  must  not  engage  in  a  competing  venture  unless  the 
other  partners  have  agreed. 

Where  no  agreement  exists  as  to  how  the  profits  are  to  be 
divided  the  law  gives  each  partner  an  equal  share  in  the  profits 
and  assumes  that  the  losses  will  be  borne  equally  by  each 
partner. 
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PROFIT-SHARING  PLANS 

The  audit  of  profit-sharing  plans  imposes  a  double  responsi- 
bility upon  the  auditor,  for  he  must  safeguard  the  interests  of 
both  the  employer  and  of  the  participants  in  the  distribution. 
Most  profit-sharing  plans  operate  under  some  one  of  several 
general  methods  of  distribution,  yet  probably  no  two  plans  are 
wholly  alike.  Some  of  the  more  common  methods  in  use  may  be 
described  briefly  as  follows: 

1.  Distribution  of  a  percentage  of  net  earnings. 

2.  Sharing  of  profits  in  proportion  to  dividends  paid  on 

stock  or  at  same  rate  as  dividends. 

3.  Payment  of  a  bonus  based  on  a  percentage  of  increased 

sales. 

4.  Sharing  of  savings  on  expenses  figured  on  percentage  of 

cost  of  operations  or  a  fixed  standard  of  expenses. 

5.  Contribution  by  the  company  or  employer  of  a  fixed 

percentage  to  an  employees'  savings  fund  in  which 
employees  may  make  voluntary  deposits,  not  exceed- 
ing, however,  a  fixed  percentage  of  their  wages  or 
salaries.  ^  . 

The  actual  distribution  among  the  employees  is  usually  on  the 
basis  of  salary  or  service  or  both  combined. 

The  payment  of  special  bonuses  also  might  be  included,  but 
unless  based  upon  some  definite  fixed  plan  related  to  the  actual 
earnings  of  the  business  or  savings  in  costs  of  operations,  they  do 
not  require  verification  of  the  amounts  paid  by  outside  auditors. 

Variations  in  Practice 

The  general  plans  which  have  been  enumerated  are  subject 
to  almost  infinite  variation  in  actual  practice,  not  only  as  regards 
the  employees  who  shall  participate  and  the  amounts  or  "shares" 
they  shall  be  entitled  to  receive,  but  also  in  the  methods  of  deter- 
mining the  amounts  to  be  distributed,  the  form  and  manner  in 
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which  payments  are  to  be  made  and  the  general  conditions  and 
terms  governing  the  distribution.  The  auditor,  therefore,  must 
make  a  careful  study  of  the  plan  in  force,  and  then  must  see  that 
its  terms  are  followed  throughout. 

Distribution  of  Earnings 

When  a  distribution  of  a  percentage  of  net  earnings  is  made, 
it  becomes  necessary  to  determine  exactly  what  earnings  and 
expense  items  should  be  included  in  a  statement  prepared  for  the 
purpose,  and  whether  the  amount  provided  for  federal  income 
and  profits  taxes  should  be  deducted  in  determining  the  net 
earnings.  The  taxes  to  be  paid  and  the  amount  of  the  profit- 
sharing  distribution  are  affected  each  by  the  other,  since  the 
latter  is  an  allowable  item  of  expense. 

It  is  evident  that  the  amount  intended  to  be  distributed  is 
a  part  of  the  net  profit  which  is  available  for  dividends.  The 
average  concern  considers  federal  taxes  as  an  expense  which  is 
deducted  in  arriving  at  the  net  profit  figure.  It  follows,  there- 
fore, that  unless  otherwise  provided,  these  taxes  should  be  con- 
sidered before  arriving  at  the  amount  on  which  the  distribution 
is  based.  Concerns  paying  bonuses  to  employees  which  are 
based  on  profits  consider  such  payments  as  extra  compensation 
and  a  part  of  the  expenses  of  the  business. 

The  calculation  of  the  amount  to  be  distributed  where  federal 
taxes  are  to  be  considered  as  an  expense  is  rather  involved. 
This  subject  is  covered  in  the  author's  Income  Tax  Procedure^ 
1922,  where  formulas  are  given  to  assist  in  making  the  computa- 
tion.i 

A  different  method  of  sharing  "profits"  consists  in  giving 
employees  a  part  of  savings  computed  on  percentages  of  costs  of 
operation  as  compared  with  a  similar  period  in  a  previous  year 
or  average  of  several  years,  or  savings  over  a  fixed  "standard" 
of  expenses.    When  such  a  plan  is  in  force,  the  auditor  must 


^Montgomery,  Income  Tax  Procedure,  1922,  pages  310-318. 
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determine  that  extraordinary  expenses,  such  as  donations  of 
unusual  amounts  and  other  items  over  which  the  employee  has 
no  control,  are  not  included,  either  in  the  last  year  or  the  year 
or  years  with  which  it  is  compared.  In  other  words,  the  compu- 
tation of  expenses,  in  the  different  periods  to  be  compared,  should 
be  made  on  the  same  basis. 

Regardless  of  the  particular  system  of  profit-sharing  in  use, 
the  auditor  must  ascertain  that  its  terms  are  followed  throughout, 
that  no  one  shares  in  the  distribution  unless  entitled  thereto, 
that  the  amount  to  be  distributed  is  correctly  computed  and 
that  payments  are  made  as  provided  in  the  plan. 

Advantages  and  Disadvantages  of  Profit-Sharing  Plans 

The  greatest  disadvantage  of  most  profit-sharing  plans  is 
that  they  are  based  on  some  computation  which  can  only  be 
made  after  the  lapse  of  a  certain  period  of  time.  The  reward  to 
the  employee  is  too  far  removed  from  the  actual  work  itself.  It 
is  generally  believed  that  an  employee's  remimeration  should  be 
given  to  him  as  close  to  the  time  in  which  he  earns  it  as  can  pos- 
sibly be  done.  The  average  employee  thinks  only  a  few  weeks 
ahead,  at  most  a  month,  and  hence  it  would  be  better  if  the 
distribution  of  profits  could  be  made  within  a  few  weeks  after 
the  services  are  rendered.  This,  however,  is  almost  impossible 
of  accomplishment  because  there  are  so  many  adjusting  entries 
in  a  company's  books  which  can  only  be  made  periodically  and, 
until  they  are  made,  the  amount  available  for  distribution  can- 
not be  ascertained. 

Another  disadvantage  of  a  distribution  of  the  net  earnings  for 
the  year  on  a  percentage  basis  is  in  determining  the  net  earnings 
themselves.  It  can  easily  be  imagined  that  in  a  certain  company 
the  employees  had  done  their  best  all  year  to  produce  a  profit, 
in  fact  their  individual  efficiency  may  have  been  greater  than 
ever  before.  On  the  other  hand,  while  this  was  going  on,  some 
mistakes  in  the  management  may  have  caused  the  company  to 
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suffer  a  big  loss.  When  this  happens,  there  is  nothing  left  for 
profit-sharing  distribution. 

Employees  as  a  whole  seem  to  be  very  sceptical  of  any  so- 
called  "profit-sharing  schemes."  As  a  rule  they  know  nothing 
about  accounting,  nothing  about  inventory  adjustment,  how 
reserves  should  be  set  up,  etc.,  and  hence  when  no  money  is  forth- 
coming imagine  all  sorts  of  things  and  all  sorts  of  ways  in  which 
these  moneys  were  spent. 

It  has  recently  been  proposed  that  where  schemes  of  this 
kind  are  in  effect  the  employees  be  penalized  for  losses  as  well 
as  being  permitted  to  share  in  the  profits.  To  do  this,  it  would 
be  necessary  to  set  up  a  sort  of  pool  to  which  all  profits  would 
be  allocated  and  from  which  pool  all  losses  would  be  deducted 
before  any  distribution  of  profits  would  be  made  to  the  individual 
employees. 

Regardless  of  the  plan  adopted,  the  feature  of  seniority  of 
employees  must  be  considered,  It  is  obviously  unfair  to  give  an 
employee  who  has  been  with  the  company  but  a  short  time  the 
same  percentage  of  the  net  earnings  that  another  gets  who  has 
been  there  over  a  period  of  years. 

One  of  the  plans  of  profit-sharing  that  has  been  working 
rather  successfully  is  that  of  large  companies  who  make  it  possible 
for  their  employees  to  hold  stock.  After  an  employee  has  been 
with  a  company  for  a  certain  length  of  time  he  is  notified  that 
he  may  purchase  so  many  shares  of  stock  if  he  so  desires.  These 
shares  of  stock  may  be  purchased  at  or  slightly  below  the  mar- 
ket value,  usually  on  a  deferred  payment  plan.  In  this  way  the 
employees  get  real  profit-sharing  in  the  form  of  dividends  on 
their  stock.  As  the  amount  of  stock  they  are  permitted  to  hold 
is  measured  by  their  length  of  service  with  the  firm,  etc.,  the 
scheme  seems  to  be  as  equitable  as  any.  This  puts  them  on  the 
same  basis  of  profit-sharing  as  the  regular  stockholders  and  is 
really  the  only  true  basis. 

As  a  whole,  profit-sharing  plans  have  been  rather  unsuccess- 
ful in  that  they  have  failed  to  accomplish  what  they  originally 
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were  intended  for,  namely,  to  reduce  the  labor  turnover,  and 
stimulate  production. 

Other  plans  that  have  been  used  have  been  even  more 
detrimental  in  their  unfair  distribution.  A  good  many  concerns 
give  arbitrary  bonus  amounts  to  the  employees  at  the  end  of 
the  year.  These  have  no  fixed  relation  to  each  other,  one  worker 
may  get  a  large  amount  and  another  a  very  small  amount  and 
the  plan  as  a  whole  is  merely  a  substitute  for  raising  individual 
wages. 

To  sum  up,  bonus  plans  which  give  the  worker  more  money 
immediately  in  his  pay  envelope  work  satisfactorily  while  such 
amounts  are  being  paid,  but  the  advantages  of  profit-sharing 
schemes,  as  a  whole,  have  not  yet  been  proved. 
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Abbreviations, 

stock-brokers'  books,  45 
Acceptance  Register, 

foreign  exchange,  69 
Accounts, 

advertising  agencies,  475 

architects,  521 

branch,  524 

capital, 

cost  of  oil  well  development,  charged  to, 

2Q' 

electric  railroads,  349 

land  and  development  companies,  278 
capital  and  revenue, 

electric  companies,  319 

railroads,  340 
chemical  manufacturers,  158 
classification, 

electric  companies,  314 

electric  railroads,  346 

public  utilities,  301-304 

railroads,  340-346 
coal  mine,  191-199 
C.  O.  D.,  224 
contract,  485 

current,  foreign  exchange,  71 
department  store,  234 
doctors,  523 

doubtful  (see  "Bad  Debts") 
educational  institutions,  439 
fisheries,  498,  499 
foreign  exchange,  63-75 
foundry  flask,  123 
gas  companies,  320 
institutions,  433 

patients,  433 
land  and  development  companies,  378 
land,  in  lumber  industry,  186 
lawyers,  518 
metal  mine,  203 
oil  producers,  204-217 
partnership,  528-533 
printers,  13s 

public  utilities,  397,  301-304 
railroad,    Interstate    Commerce    Commis- 
sion classification,  340-346 
receivership,  433,  433 


Accounts— Con/inu<4 
replacement,  railroads,  34s 
restaurants,  510 
retail  charge,  219 
royalty,  139 
shipbuilding,  513 

steamship  companies,  357,  362,  367 
taxicab  companies,  331 
telephone  companies,  333 
theaters,  450 
theatrical  companies,  454 
uniform,  public  service  corporations,  391 
warehouse,  oil  producers,  309 
water  companies,  322 
Accounts  Payable, 
automobile  dealers,  270 
creameries,  491 
packing  houses,  508 
Accounts  Receivable, 

agricultural  machinery  manufacturers,  283 
automobile  dealers,  269 
cement  companies,  133 
chain  stores,  261 
creameries,  491 
department  stores,  333 
exporter's,  248-252 
fertilizer  manufacturers,  151  ^^ 

foreign,  241,  248-252  ^ 

instalment  houses,  243 
mail  order  houses,  263 
municipal,  382 
packing  houses,  508 
printers,  135 
publishers,  143,  149 
telephone  companies,  328 
Actors, 

motion  picture,  agreements,  461 
Advertising, 
agencies, 

accounts,  475 

audit  procedure,  475 

checking  book,  474 

contracts  with  publishers,  475 

magazine  advertising,  473 

newspaper  advertising,  473 
mail  order  houses,  264 
motion  picture  industry,  471 
newspapers  and  magazines,  144 
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Advertising— Coni«nu«i 

outdoor. 

audit  procedure,  477 
contracts  with  advertisers,  478 
expenses,  476 
posters  and  signs,  476,  477 
rental  of  locations,  476,  478 
showings,  477,  478 
Agents  (see  also  "Insurance  Agents") 

fisheries,  accounts  of,  498 

steamship,  362 
Agricultural  Machinery  Manufacturers, 

accounts  receivable,  283 

branches,  287 

consignments,  285 

contracts,  283 

cost  audit,  287 

expenses,  for  experimental  work,  286 

freight  charges,  286 

income,  283 

inventory,  285 

notes  receivable,  283 

profits,  deferred,  286 

sales  accounts,  286 

sales  methods,  284 

turnover,  283 
Allowances  Granted  to  Customers, 

by  fertilizer  manufacturers,  151,  132 

for  returned  cement  sacks,  132 
Amortization, 

bond  discount,  railroads,  341 

cement  companies,  131 

sawmills,  187 

shipbuilding,  515 
Amusement  Parks,  458-460 
Appraisal  (see  "Valuation") 
Architects,  521 

certificates,  contractors,  486 
Ashley,  Lippit  ».,  16 
Assessments, 

by  municipalities,  382 

real  estate,  378 
Asylums  (see  "Charitable  Institutions") 
Automobile  Dealers, 

accounts  payable,  270 

accounts  receivable,  269 

car  inventory,  266 

parts  and  accessories,  267 
valuation,  266 

claims  for  defective  parts,  267,  370 

commissions  to  salesmen,  273 

contracts  with, 
distributors,  373 
manufacturers,  370 
salesmen,  273 

credit  balances  of  customers,  371 


Automobile  Dealers — Continued 

deposits  from,  • 

customers,  271 

subdealers,  270 
deposits  with  manufacturers,  370 
expenses,  272 
income,  268-273 
instalment  accounts,  368,  373 
insurance,  272 
inventory,  266 
loans,  266,  272 
notes  receivable,  266,  268 
pay-rolls,  273 
prices  of  cars,  266,  274 
repair  shop,  273 

sales  of  gasoline,  scrap,  etc.,  371 
stores  system,  273 
used  cars,  as  part  payment,  272 
Automobile  Tire  Fabric  Manufactory,  129 

Bad  Debts, 

fertilizer  manufacturers,  152 

fisheries.  498 
Balance  Sheet, 

bank,  17 

employers'  liability  muttial  insurance  com- 
pany, 106 

English  Companies  Act,  120 

foreign  exchange  accounts,  74 

insurance  companies,  96 

investment  companies.  43 

liquidating,  s6-S9 

manufacturing  plant,  119,  I30 

municipalities.  389-404 

steamship  companies.  365 

stock-brokers,  56-59 
Bank  Account, 

churches,  440 

stock-brokers,  53 
Bank  Balances, 

foreign  exchange  accounts,  63 
Bank  Examinations,  8-41 

assets,  17 

bank  funds,  19 

by  Comptroller  of  the  Currency,  8 

by  directors,  11,32-35 

by  state,  11 

capital  stock,  33 

cash,  17 

cashier's  cheques,  21 

centralization  of,  9 

certificates  of  deposit,  31 

cheques, 
cashier's,  21 
certified,  21 

clearing  house  members,  9,  it 
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Bank  Examinations — Continutd 
correspondents'  accounts,  19 
criticism  of,  10 

demand  notes,  confirmation  of,  30 
depositors'  accounts.  33,  36 
directors'  responsibilities,  12-17 
discounts,  34 
employees, 

bonding,  36 

vacations,  36 
expenses.  35 

Federal  Reserve  Act  provisions,  8 
federal  reserve  banks,  8 
Forgan  on,  9.  14 
form,  IS.  37.  39 

fraud  and  embezzlement  detected,  27-33 
income,  verification  of,  24 
internal  check  system,  25 
loans,  20 
minute  books,  3S 
national  banks, 

examiners  for.  8 

loans  held,  30 
pass-books,  33 
procedtire,  17 
reports. 

savings  banks,  37—39 

scope  of,  36 
reserves,  secret,  25 
salaries,  25 
savings  banks,  36-39 
securities,  17 
state  banks, 

examiners  for,  8 

loans  held,  30 
surplus  fund,  22 
taxes,  35 

trust  companies,  40 
Bankruptcy, 

receivers  in,  417,  421 
Banks  (see  also  "Bank  Examinations") 
correspondents,  examination  of  accounts,  19 
correspondent,  securities  held  by,  20 
foreign  exchange  department,  64 
Betterments, 
coal  mines.  194 
electric  railroads.  299,  3SI 
public  utilities.  299 
telephone  plants.  325 
Beverage  Manufacturers, 
allowances,  164 
containers,  163 
depreciation,  164 
inventory,  164 
spoiled  or  used  goods,  164 
taxes.  164 


Bills  ok  Exchangb, 
drafts,  6s 
examination  of,  64 
long  or  time  bills,  76 
purchase  of,  6s 

rate  of  purchase.  65 

sale  of.  6s 
Bills  of  Lading, 

steamship  companies,  357 
Blotters,  Stock- brokers,  46 
Board,  Colleges,  439 
Boat  Accounts,  Fisheries,  499 
Bonds, 

discount,  railroads,  341 

for  timber  purchase,  184 

interest  on,  43 
Botnjs, 

fisheries,  500 

on  leases,  real  estate,  376 
Book  Plates, 

valiiation,  publishers,  141 
Book  Stores,  College,  440 
Books. 

unsold,  valuation  of,  140 
Branch  Offices,  S34-S37 

agricultural  machinery  manvifacturers,  287 

exporters,  25 s 

steamship  companies,  363 
Bridge  Toll  Charges, 

steamship  companies,  361 
Brokers    (see    "Cotton   Brokers,"    "Stock- 
Brokers") 
Budget,  Municipal,  372  ^ 

Building  and  Loan  Associations,      ) 

admission  fees,  78 

assets.  81 

by-laws  and  minute  books.  83 

capital  stock,  77 

capital  stock  outstanding,  83 

distribution  of  profit,  79 

dues  and  interest  unpaid,  83 

dues  as  capital,  77 

expenses.  78 

income,  77 

interest  on  loans,  77 

liabilities,  81 

premiums,  78 

real  estate  owned  by,  78 

statements,  83-8$ 

tax  liability,  83 

theory  of,  76 
Buildings, 

burden,  application  of,  on,  116 

valuation, 

chemical  manufacturers,  l6x 
fertilizer  plants,  15s 
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Burden, 
charges,  in  oil  production,  308 
distribution, 

application,  ii6 

basis,  112 

buildings  and  equipment,  ii6 

charitable  institutions,  435 

clubs,  447 

department  stores,  333 

foundries,  123 

indirect  labor,  112 

machine  rate  basis,  ii3 

manufacturing  plants,  ii3 

normal  and  actual  rates,  checking  of,  116 

percentage  basis,  112 

shipbuilding,  514 
By-Laws, 

building  and  loan  associations,  8a 
By-Products. 

canmng  mdustry,  480 
chemical  plant,  159 
packing  houses,  509 


C.  O.  D.  AccotJNTS,  334 
Cable  Transfers, 

foreign  exchange,  64,  67 
Canning  Industry, 

by-products,  480 

defective  and  spoiled  material  losses,  480 

depreciation,  481 

financial  statement,  483 

inventory,  481 

pay-rolls,  480 

sales  methods,  480 
Capital    Stock     (see    also     "Dividends," 

"Stock") 

bank,  22 

bought  or  sold,  investment  companies,  43 

building  and  loan  associations,  77 

unpaid  subscription,  in  receivership,  434 
Cargoes,  Ship,  357 
Cash, 

bank,  17 

charitable  institutions,  434 

department  stores,  333 

deposited 
by  exporter  in  foreign  bank,  34O 
by  retail  customers,  219,  222,  225 
for  bills  of  exchange,  65 
for  travelers'  letters  of  credit,  70 
Cash  Discount  (see  "Discount,  Cash") 
Cash  Journal, 

foreign  exchange.  6s 
Casualty  iNSimANCE  Cobipanies,  107 


Cbubnt  Companies, 

accounts  receivable,  133 

defective  and  spoiled  material,  13X 

deferred  charges,  131 

depreciation  rates,  134 

inventory,  130 

raw  materials,  sources  of  supply,  13 

refund  for  return  of  sacks,  133 
Cemeteries,  483 
Certificates, 

contractors,  486 

of  deposit,  bank,  31 
Chain  Stores, 

accounts  receivable,  361 

branch  managers,  360 

cash  basis,  358 

cash  collections,  359 

insurance,  261 

inventory,  359 

leases,  261 

warehouse,  inventory,  260 
Charge  AccotmTS,  Retail,  319 
Charges, 

carrying,  capitalization  of,  in  timber  pur- 
chase, 184 
Charitable  Institutions, 

accounts,  patients',  433 

cash  receipts,  434 

costs,  i)er  capita,  435 

expenses,  43  s 

financial  statements,  436-438 

income,  433 

state  aid,  434 

trust  funds,  434 
Charters,  Ship,  357 
Check  System, 

internal, 
bank,  35 
coal  mine,  199 
purchases,  115 
retail  business,  219 
outdoor  advertising  company,  478 
Chemical  Manufacturers, 

accounts,  158 

by-products,  159 

containers,  returnable,  161 

costs,  160 

credits  extended,  158 

depreciation,  161 

inventory,  159 

repairs,  161 
Cheques, 

bank,  18 
cashier's,  examination  of,  ai 
certified,  examination  of,  31 
indorsements,  113 
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Cheques— Con<in««d 

pay-roll.  113 
Church  Organizations. 

income,  443 

special  funds,  443-444 
Churches, 

bank  account,  440 

collection  register,  441 

expense  vouchers,  441 

funds,  440,  441 

lack  of  internal  control.  440 

pew  rents,  441 

trust  funds,  441 
City  and  County  of  Denver  et  al.,  Denver 

Union  Water  Co..  v.,  307 
circtjlation  of  magazines  and  newspa- 
PERS,  144,   146 

Claims, 

allowed  by  fertilizer  manufacturer,  153 

automobile  dealer,  369,  370 

contractors,  489 

damages  against  electric  railroads.  353 

mail  order  houses,  363 

mining.  303 

railroad,  in  lumber  industry,  190 
Clearing  House, 

cheques,  verification  of,  18 

examination  of  members,  9,  11 
Clearing  House  Blotter,  46 
Clubs. 

dues.  445 

expenses.  447 

financial  statements,  447 

income,  445 

members'  orders,  446 

restaurants,  446 

room  charges.  446 
Coal  Mines. 

assets,  fixed,  193 

company  houses,  191,  300 

company  stores,  193,  300 

depletion,  194 

depreciation,  194-198 

examination,  191-301 

expenses,  199 

improvement.  194 

income.  193.  300 

insurance  fund.  30i 

leaseholds.  193 

live  stock.  194 

mortgage,  198 

office.  191.  300 

pay-rolls.  199 

railroad  cars,  owned  by.  193 

renewals,  194 

rents.  193.  soo 


Coal  Mines— Cofi<»n««i 

royalties,  192 

sinking  fund,  for  mortgage,  198 

stores  system,  199 

Wages,  199 

works  buildings,  191 

workmen 's  compensationinsurancef  und.so  i 
Collateral, 

foreign  exchange, 
for  drafts.  63,  68.  69 
for  letters  of  credit.  68,  70 
Collections, 

chain  store  cash,  359 

church.  441 

foreign  accounts.  343.  348 

instalment  houses,  345 

telephone,  329 
Colleges  (see  "Educational  Institutions") 
CoLONOS  (Sugar  Growers),  166 
Commercial  Letters  of  Credit,  68 

acceptance  register,  69 

balances  due,  69 

journal  entry.  70 
Commissions. 

executors'  and  trustees'.  408 

fire  insurance  agents.  loi 

salesmen's,  241,  273,  281 

stock-broker's,  54 
Commitments.  Purchase  and  Sales, 

examination  of.  1 16 

fertilizer  industry.  IS7 

mail  order  business,  265 
Company  Houses.  ^A 

coal  mine.  191.  192,  300  ' 

Company  Stores. 

checks  and  coupons.  190 

coal  mines.  191.  193.  200 

obsolescence  of  stock,  300 

sales  of,  175 
Comptroller  of  the  Currency. 

bank  examinations  by,  8 

suggestions  to  examining  committees,  33-35 
Concessionaires, 

amusement  parks,  459 
Concessions. 

allowed  by  fertilizer  manufacturers.  153 
Consignments. 

agricultural  machinery,  385 

fertilizer  manufacturers,  152 

publishers,  valuation  of,  141 
Consolidated  Gas  Co.  of  N.  Y..  Nbwton 

r.,  308 
Construction  Account, 

electric  railroads.  349 

public  utilities,  297 

railroads,  343 
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Containers.  Retuknable,  13a,  161, 163, 219 
Contractors, 

accident  claims,  489 

accounts,  contract.  485  ' 

architects'  and  engineers'  certificates,  486 

contingent  liabilities,  489 

contracts,  484 

depreciation,  489 

income  tax,  487 

pay-rolls,  489 

profit  on  uncompleted  contracts,  486 
Contracts, 

advertising  agents  with  publishers,  475 

agricultural  machinery  manufacturers,  283 

automobile  dealers,  270,  273 

chain  store  manager's,  260 

concessionaires,  459 

executory,  in  receiverships,  423 

fertilizer  manufacturers,  152,  155 

instalment  houses,  243 

land  and  development  companies,  281 

motion    picture    industry,    artists'    agree- 
ments, 461 

oil  production,  205 

outdoor  advertisements,  478 

printers,  135,  136 

publishers  with  authors,  139 

real  estate  agents  with  owners,  274 

salesmen's,  273 

shipbuilding,  513 
sugar  mill  with  growers,  167 
timber  rights,  184 
uncompleted,  486,  513,  522 
wholesale  business,  241 
Co-operative  Creamery  (see  "Creameries  ) 
Copyright,  valuation,  142 
Cost  Audit, 

agricultural  machinery  manufacturers,  287 
construction  and   maintenance   of   public 

utilities,  297 
cost  system,  features  of,  113 
foundry,  123 
manufacturers,  iii 
municipal,  386 
printers,  136 
textile  mills,  127 
Costs  (see  also  "Expenses*  / 
book  publishers,  141 
chemical  manufacturers,  160 
department  stores,  236 
farmers,  496 

fertilizer  manufacturers,  ISS 
flour  mills,  175-178 
foundry,  124 

interest  as  element,  in  printing  ndustry,  137 
labor,  1X3 


Costs— Co»»<«n««f 

literary  rights,  462 

material,  112 

motion  picture  industry,  462,  465-468 

newspaper  and  magazine  publishers,  149 

oil  production,  217 

per  capita,  in  charitable  institutions,  435 

printers,  137 

public  utilities,  classification  of,  297 

restaurants,  510,  512 

textile  mills,  127 

sources  of  information,  iia 

sugar,  167,  168,  170 

sugar  mills,  171 
Cotton  Brokers,  54 
Cotton  Mills  (see  "Textile  Mills") 
Court  Decisions  (see  "Decisions") 
Court  Orders,  Receiverships,  419,  422 
Creameries, 

co-operative,  490 
accounts  receivable  and  payable,  491 

depreciation,  491 

features,  490 

financial  statements,  492 
Credit, 

extension  of, 

by  chemical  manufacturer,  158 
by  fertilizer  manufacturer,  151 

to  customer's  account, 
foreign  exchange,  65 
mail  order  houses,  264 
Crude  Oil  Producers  (see  "Oil  Producers") 
Currency, 

foreign  exchange  accounts,  63,  71,  75 
Cut-Off  (accounting  period  for  mail  order 
houses),  261 


Damages  (see  "Claims") 

Debit  Note  and  Memoranda  for  Drafts, 

66,67 
Debits  to  Cijstomers'  Accounts, 

foreign  exchange,  64,  66,  70,  71 
Debt  Limit,  Municipal,  386 
Debts, 

due  decedent's  estate,  407 
Decisions, 
bank  directors, 
Jones  National  Bank  v.  Yates  et  al,  16 
Lippit  V.  Ashley,  16 
depreciation, 

Kansas  City  Southern  Ry.  Co.'K.  U.  S., 

296 
Murray  v.  Pttblic  Utilities  Commission 
of  State  of  Idaho,  295 
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Decisions — Continued 
public  utility  rates. 
Denver  Umon  Water  Co.  v.  City  and 

County  of  Denver  et  alv.,  307 
Duitz  r.  Kings  County  Lighting  Co.,  309 
Newton  v.  Consolidated  Gas  Co.  of  N.Y.,  308 
people  ex  rel.  Kings  County  Lighting  Co. 
V.  Willcox  et  al,  305-307 
trust  estates, 

Osborne,  matter  of,  416 
Defalcations     (see    "Embezzlement," 

"Fraud") 
Defective  and  Spoiled  Material, 
automobile  dealers,  369 
canning  industry,  480 
cement  companies,  131 
Deferred  Charges, 
automobile  dealers,  268 
cement  companies,  131 
land  and  development  company.  378 
mail  order  houses,  364 
sugar  mills,  168 
Deficiency  Account.  Receiver's.  438 
Demurrage,  360 
Denver  Union  Water  Co.  v.  City  and 

County  of  Denver  et  al.,  307 
Department  Stores, 
accounts,  234 
C.  O.  D.,  224 
receivable,  223 
will-call,  225 
burden  distribution.  333 
cash  items,  223 
costs  of  doing  business,  236 
customers'  cash  deposit,  225 
discounts,  purchase,  239 
expenses,  231 

fixtures  and  alterations,  33X 
income,.  232 
inventories,  225-229 
leased  departments,  333 
notes  receivable,  233 
restaurants,  233 
salary  percentages.  337 
sales,  230 

and  profits,  333 
statistics,  335-339 
turnover,  337 
Depletion, 
coal  mine,  194 
lumber  industry,  185 
metal  mine,  30i 
oil  wells,  3 1 3-3 IS 
reserves, 
oil  wells,  315 
•tanding  timber,  tSs 


Depositors,  Bank. 

examination  of  accounts,  33,  36 
Depreciation. 

amusement  parks,  460 

beverage  manufacturers,  164 

canning  industry,  481 

cement  plants,  134 

chemical  plants,  16 1 

coal  mines,  194-198 

contractors'  machinery  and  eQuipment.  489 

creameries,  491 

electric  companies,  319 

electric  railroads,  350 

farms,  495 

fertilizer  plants,  155 

foundry  flasks.  133 

hotels,  506 

manufacturing  plants.  X17 

metal  mines,  301 

oil  wells,  313 

drilling  equipment,  308 

printers,  137 

public  utilities,  393 

publishers,  141,  1 50 

railroads,  345 

real  estate,  37s 

reserves, 
electric  companies,  319 
telephone  companies,  335-337 

restaurants,  513 

shipbuilding,  515 

steamship  companies,  365  ^^ 

sugar  mills,  173  \ 

tables,  cement  industry,  134 

taxicab,  334 

telephone  company,  335-337 

theatrical  companies,  458 
Despatch,  of  Ship  Cargoes,  360 
Directors  of  Bank. 

examinations  by,  33-35 

minute  books,  examination  of.  35 

responsibilities  of,  13-17 
Discounts, 

allowed  by  fertilizer  manufacturer.  151 

bank,  reserve  for  unearned,  34 

bond,  amortization  of,  341 

cash,  in  inventory,  115 

trade,  339,  343 
Dividends, 

investment  companies,  45 

oil  producers,  315 

stock-broker's  accounts,  54 

verification  of  investment  companies,  43 
Dock  and  Tally  Sheet,  Ship's,  358 
Doctors,  523 
Documentary  Bills  or  Exchange,  64 
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Donatio^,  Ikstitutions.  421 
Dormitory  Rents,  Colleger,  439 
Doubtful  Accounts  (see  "Bad  Debts") 
Drafts, 

foreign  exchange 

acceptance  register,  69 
commercial  letters  of  credit,  68 
debit  memoranda  and  notes,  66 
examination  of,  65 
exporter's  record,  248 
stubs  or  copies,  6$ 
exporters. 

collection,  248,  251 
contingent  liability,  256 
Dues, 
building  and  loan  associations,  77 
club,  44S 
DuiTZ  0.  Kings  County  Lighting  Co.,  309 


E 


Educational  Institutions. 
accounts,  students  ledger,  439 
advances  to  students,  439 
book  stores,  440 
funds,  440 
income,  439 
registration  cards,  439 
restaurants,  440 
unpaid  bills,  439 
Electric  Light  and  Power  Companies, 
accounts, 

capital  and  revenue,  319 

classification  of,  314 
consumers  register,  317 
depreciation,  319 
expenses,  319 
income.  317 

maintenance  accounts,  319 
rate-making.  315 
replacements,  319 
reserves  for  depreciation,  319 
sales,  318 
Electric  Railroads, 
accounts, 

capital,  349 

capital  and  income,  349 

construction  and  equipment  costs,  349 

Interstate  Commerce  Commission  classi- 
fication, 346 

reconstruction  charges,  351 
betterments,  299.  351 
claims  for  damages,  353 
depreciation,  350 
income,  348 
interurban,  354 


Embezzlement, 

banks,  27-32 

fire  insurance  case,  103 
Emergency  Fleet  Corporation, 

accounts  prescribed,  367 
Employees, 

bank,  examination  of  work,  36 

retail  business,  charge  accounts,  220 
Employers'  Liability  Insurance  Company, 

10S-107 
Engineers  Certificates, 

contractors,  485 
English  Companies  Act,  Balance  Sheet, 

form,  120 
Equipment, 

burden,  application  of  on,  1 16 

idle,  114 

institutions,  431 

motion  picture  industry,  463,  46s 

records  and  cost,  electric  railroads,  349 

valuation, 

chemical  plants,  161 
fertilizer  plants,  155 
printers,  137 
Equity,  Receivers  in,  417 
Estates  (see  also  "Executors  and  Trustees," 

"Receivers,"  "Receiverships") 

lawyers'  accounts  for,  519 

sale  and  dissolution  of,  426 

valuation  of,  by  receiver,  420 
Exchange  (see  "Bills  of  Exchange,"  "For- 
eign Exchange") 
Ex-Clearing  House  Blotter,  47 
Executors  and  Trustees, 

appraisal,  examination  of,  407 

audit  procedure,  406 

commissions  paid  to,  409 

debts  due  estate,  407 

documents,  examination  of,  406 

expenses  of,  414 

income  of  estate  or  trust,  407-411 

income  tax,  413 

inventory  of  estate,  414 
checking  of,  407 

investments,  of  estate,  407 

liabilities  of,  415 

partition  proceedings,  411 

payments  to  legatees,  413 

principal  and  income  of  estate,  410 

real  estate,  408 

receipts  and  payments,  apportionment  of, 
410 

stock  dividends,  apportionment  of,  416 

taxes,  413 
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Expenses  (see  also  "Costs") 

account,  steamships,  368-370 

advertising,  outdoor,  476 

automobile  dealers.  373 

banks.  2$ 

building  and  loan  associations,  78 

charitable  institutions.  435 

clubs,  447 

coal  mines,  199 

department  stores,  331 

electric  companies,  319 

experimental  work,  agricultural  machinery, 
286 

farms,  statement  of,  496 

fisheries,  500 

foreign  exchange  accounts.  74 

insurance  companies.  95 

land  and  development  companies,  378,  381 

lawyers,  519 

metal  mines,  303 

motion  picture  industry,  461-468 

municipal,  383 

oil  producers,  211 

publishers,  144 

real  estate  brokers,  374 

shipbuilding,  514 

steamship  companies,  361 

stock-brokers,  54 

sugar  mills,  170 

theaters,  450-454 
Exporters,  241 

accounts  receivable,  248-353 

assets  and  liabilities,  verification  of,  354 

branches,  255 

cash  on  deposit  in  foreign  countries,  347 

collection  drafts,  348-351 

contingent  liability  on  drafts  sold,  256 

draft  records,  248 

foreign  customers'  open  balances,  251 

inventory,  252 

merchandise  in  foreign  agents'  bands,  253 


Factory  (tee  "Manufacturer") 
Farms, 

cost  records,  496 

depreciation.  495 

expanses,  statement  of,  496 

income,  statement  of.  496 

inventories,  494 
Federal  Reserve  Banks, 

examinations  by,  8 
Fees, 

building  and  loan  associations,  78 
Fertilizer  Manufacturers, 

accounts  receivable,  151 


Fertilizer  Manufacturers— Con/i«M«/ 

concessions  and  claims,  152 

contracts,  157 

commitments  for  future  delivery,  155 

consignments,  153 

contracts,  153 

costs,  15s 

depreciation,  155 

inventory,  153 
methods  of  taking,  153 
valuation,  154 

notes  receivable,  151 

plant  items,  155 

raw  material,  153.  154 

repairs,  15s 

reserves  for  repairs,  156 

seasonal  features  of  industry,  153 

verification  of  accounts,  151 
Fiduciaries  (see  "Executors  and  Trustees.' 

"Receivers,"  "Receiverships") 
Financial  Statements, 

building  and  loan  associations,  83-85 

canning  industry,  483 

charitable  institutions,  436-438 

clubs,  447 

creameries,  493 

hotels,  506 

insurance  companies,  96-100,  120 

municipal,  386 

receiver's,  418,  424,  436 
Finished  Goods, 

magazine  publishers',  valuation,  144 

manufacturers'  inventory,  116 

printers'  inventory.  136 
Fire  Insurance  Companies,  i  01-104 
Fish  Oil  Factories,  501 
Fisheries, 

accounts, 
agents',  498 
boat,  499 

bad  debts,  498 

boats  chartered,  500 

bonuses,  500 

expense,  500 

inventory,  498 

supplies,  499 
Fixtures,  Department  Store,  23: 
Flour  Mills, 

costs, 
flour,  175-177 
wheat,  178 

inventory,  1 81-183 

wheat  imrchases,  178,  i8x 
Foreign  Accounts, 

wholesale  meicbants,  341 
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Foreign  Exchange  Accotnn«, 

accounts  current,  71 

assets,  74 

balance  sheet,  74 

bills  of  exchange,  64 

cable  transfers,  64,  67 

commercial  letters  of  credit,  68 

credits  to  customer's  account,  65 

debit  memoranda  or  note,  66,  67 

debits  to  customer's  account,  64,  66,  70,  71 

documentary  bills,  64 

drafts,  6s 

expenses,  74 

future  contracts,  73 

income  account,  75 

investments,  75 

joint  accounts,  73 

ledger  postings,  74 

letters  of  credit,  68 

letters  of  delegation,  67 

liabilities,  75 

long  or  time  bills,  76 

nostro  accounts,  71 

outstanding  items,  66 

purchases  of,  65 

reconciliation  of  accounts  exchange,  71 

specie  in  hand,  75 

statements,  74 

travelers*  letters  of  credit,  70 

vostro  accounts,  73 
FoRGAN,  James  B.,  on  Bank  Examinations, 

9.  14 
Foundries, 

burden  distribution,  laa 

cost  accounting  system,  123 

flask  account,  133 

inventory,  I3i 

patterns,  I33 

raw  material,  121,  124 
Franchises,  Municipal,  38a 
Fraud, 

bank  defalcations,  37-33 

during  receivership,  433 

pay-rolls,  114 

real  estate  brokers,  377 

stock-brokers,  SS 
Freight, 

allowance  for,  by  fertilizer  manufacturen. 
I  SI 

charges, 
agricultural  machinery,  386 
incoming  shipments,  115 

lumber  industry,  189 
outgoing  shipments,  117 

revenue,  steamship  line,  3SS 


Funds, 

charitable  institutions,  434 

church,  440,  441 

church  organizations,  442-444 

college,  440 
Future  Delivery, 

foreign  exchange,  73 


Garages, 

income,  soa 

inventory,  50a 

taxicab  service,  50a 
Gas  Companies,  320 
Goods, 

finished,  inventory  of,  n6 

in  process,  inventory  of,  116 
Gross  Profit  Inventory  Method,  337,  206 


Health  iNsmiANCE  Companies,  107 
Hospitals  (see  "Charitable  Institutions") 
Hotels, 

accounts,  504 

depreciation,  506 

expenses,  504 

income,  504 

inventory.  505 

leases,  505 

purchases  and  supplies,  505 

restaurants,  505 

room  charges,  504 

statement  of  profit  and  loss,  506 
Houses,  Coal  Company,  191,  193,  300 


Idle  Equipment,  114 
Idle  Time,  114 
Illustrations, 

valuation  by  publishers,  141 
Improvements  (see  also  "Betterments") 

municipal,  383 
Income, 

account, 
foreign  exchange,  75 
steamships,  368-370 

accrued,  investment  companies,  43 

agricultural  machinery  manufacturers,  283 

amusement  parks,  459 

automobile  dealers,  268-273 

charitable  institutions,  433 

church  organizations,  443 

churches,  440 
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Incomb — Conliniud 

dubs,  445 

coal  mines.  193 

collected  during  audit,  stock-brokers,  54 

educational  institutions,  439 

electric  companies,  317,  319 

electric  railroads,  348 

estates  and  trusts,  407-411 

farms,  statement  of,  496 

garages,  50a 

insurance  comjianies,  9a 

lumber  industry,  188 

manufacturing  plants,  118 

metal  mines,  203 

municipal,  377,  380 

publishers,  143,  144-149 

railroads,  340,  343 

real  estate  brokers,  a74 

shipbuilding,  515 

steamship  companies,  358-361 

sugar  mills,  173,  175 

telephone  companies,  338,  330 

theaters,  450-454 
Income  Tax, 

contractors,  486 

estates  and  trusts,  413 

examination  of  returns,  banks,  33 

instalment  houses,  345 

insurance  companies,  107 

oil  wells,  308,  313,  313 
Insolvency  (see  "Bankruptcy") 
Instalment  Accounts, 

automobile  dealers,  368,  373 

publishers,  143 

stock  sold  on,  44 
Instalment  Houses, 

accounts  receivable,  343 

collections,  345 

income  tax,  345 

inventory  method,  345 

replevined  goods,  344 

sales  contracts,  343 
Institutions  (see  also  "Charitable  Institu< 

tions") 

accounts,  433 

donations,  431 

equipment,  431 

investments,  439 

supplies,  431 
Insurance, 

amusement  parks,  460 

automobile  dealers,  37a 

chain  stores,  361 

compensation  fund,  coal  minet.  aot 

marine,  361,  366 

shipbuilding,  515 


Insurance  Agents,  107 

balances  due  from,  93,  108 

credits,  95,  108 

fire  agent's  commissions  and  contracts,  loi 
Insurance  Companies, 

assets,  96 

balance  sheet,  96 

balances  due  from  agents,  93 

casualty,  107 

credit  to  agents.  95 

employers'  liability,  105-107 

expenses,  95 

financial  statement,  96-100 

fire,  101-104 

embezzlement  case,  103 

premium  rebates  and  refunds,  loa 

reinsurance  reserves.  103 

income.  93 
from  rentals,  94 
from  sale  of  real  estate,  94 

investments.  93 

liabilities,  97 

life,  104 

losses.  95 

mutual.  105 

New  York  State  reg^ulations,  87-93 

policies  or  certificates.  93 

premiums.  93 

procedure.  93 

real  estate,  94 

reinsurance  reserves,  95 

rental  income.  94 

reserves  for  reinsurance,  95  —, 

statements,  87-93  J 

state  regulations,  86-93 
Interest. 

element  of  cost  in  printing,  137 

on  loans,  building  and  loan  associations,  77 

stock-broker's,  53 
Internal  Check  System  (see  "Check  Sys- 
tem. Internal") 
Interstate  Commerce  Commission. 

powers  of,  39a 

accounts, 

electric  companies.  314 
electric  railroad,  346 
railroad,  340 

telephone  regulation,  333 

valuation  provisions,  309 
Inventory, 

agricultural  machinery  manufacturers.  385 

automobile  dealers,  366 

beverage  manufacturers,  164 

burden  application.  116 

canning  industry,  481 

cement  plants,  130 
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chemical  plants,  157 
department  stores,  235-339 
discounts  in,  115 
estates,  407,  414 
farms,  494 
fertilizer  plants,  153 
fisheries,  498 
flour  mills,  1 81-183 
foundries.  13 1 
freight  charges  in,  115 
garages,  503 

gross  profit  method,  327,  a6o 
hotels,  50s 

instalment  houses,  34s 
lumber  industry,  188 
mail  order  houses,  263 
mianufacturing  plants,  lis 
mark-on  and  mark-up,  327 
methods  of  preventing  inflation,  1 16 
motion  picture  equipment,  463,  465 
municipal  property  and  equipment,  382 
packing  houses,  507 
price  companies,  242 
printers,  136 
publishers,  140 

retail  business,  stock-in-trade,  220 
retail  method,  department  stores,  227 
stores  system,  115 
sugar  mills,  174 
textile  mills,  125-130 
trusts,  407,  414 
_   valuation, 

automobiles,  266 

burden  rates  in,  116 

canning  industry,  481 

chain  stores,  259 

chemical  plants,  159 

exporters,  252 

farms,  494 

fertilizer  manufacturers,  154 

foundries,  124 

motion  pictures,  468 

oil  producers,  211 

packing  houses,  507 

pubUc  utilities,  309-313 

textile  mills,  127 
verification  of,  manufacturing,  115 
wholesale  business,  343 
work-in-process,  textile  mills,  xaS 
Investment  Companies, 
balance  sheet,  43 
dividends  paid  by,  45 
income, 


Investment  Companies — Continued 

income — Continued 

accrued  from  investments,  43 
stocks  or  bonds  received  as,  44 

investments  bought  or  sold  on  {.art  pay- 
ment plan,  44 

investment  valuation,  verification  of,  43 

purchase  and  sale  of  securities,  verification 
of,  43 

theory  of,  4a 
Investments, 

adjustment  of  institutions,  430 

bought  on  part  payment  plan,  investment 
companies,  44 

estates  and  trusts,  407 

foreign  exchange  accounts,  7$ 

institutions,  429 

insurance  companies,  93 

investment  companies,  43 

lawyers,  520 

received  as  income,  investment  companies, 
44 

telephone  companies,  328 

valuation. 

National  Convention  of  Insurance  Com- 
missioners,  93 
Invoices, 

purchase,  verification  of,  iis 


Jones  National  Bank  v.  Yates,  16 


Kansas  City  Southern  Ry.  Co.  v.  U.  S.,  296 
Kings  County  Lighting  Co., 

Duitz  v.,  309 

V.  Willcox  et  al.,  305-307 


Labor, 

costs,  manufacturing,  112 

time  records,  manufacturing,  112,  1 14 
Laboratory  Expense, 

motion  pictures,  465 
Land, 

oil  property,  204,  206 
Land  and  Development  Companies, 

accounts,  280 

books  and  records,  279 

capital  account,  278 

contracts,  281 

deferred  charges,  378 

expenses,  378,  281 

sale  of  property  by,  280 

taxation,  379  / 
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Lawyers.  518-sai 

accounts, 
clients.  518 
estates.  si9 

investments,  S30 

records,  530  , 

Leaseholds. 

coal  mines,  193 

chain  stores,  a6i 

department  stores.  333 

hotels,  SOS 

mantifacturing  plants.  118 

oil  lands.  30S 

oil  producers,  3o6 

signboards  and  posters,  476,  478 
Ledger  (see  also  "Posting") 

foreign    exchange    accounts,    nostro    ac- 
counts, 71 

land  and  development  companies,  380 

stock-brokers,  48 

students  accounts,  439 
Letters  of  Credit,  68     (see  also  "Commer- 
cial Letters  of  Credit,"  "Travelers'  Letters 

of  Credit") 
Letters  of  Delegation, 

foreign  exchange  accounts,  67 
Liabilities, 

building  and  loan  associations.  81 

contingent, 

contractors,  489 

executors  and  trustees,  415 

foreign  exchange  accounts,  75 

insurance  companies,  97 

on  drafts  sold,  exporters,  356 

publishers,  150 

receiverships,  434 

telephone  comi>any,  339 
Life  Insurance  Companies,  104 
Lighting, 

amusement  parks,  460 

motion  picture  equipment,  463 
Lipprr  r.  Ashley.  16 
Liquidating  Balance  Sheet, 

stock-brokers,  s6-S9 
Literary  Rights, 

motion  pictures,  463 
Live  Stock, 

coal  mines,  194 

valuation,  farmers,  507 
Loan  Associations  (see  "Building  and  Loan 

Associations") 
Loans, 

automobile  dealers,  366,  37a 

banks,  examination  of,  30 

collateral,  examination  of,  banks,  30 


Loans— Con/ini««rf 

interest  on,  building  and  loan  assoriations, 
77 

stock-broker's  record.  50 
Logging  (see  "Lumber  Industry") 
Long-Term  Credits. 

fertilizer  manufacturer.  151 
Long  (Time)  Bills  of  Exchange,  76 
Losses  (see  also  "Claims") 

automobile  dealers,  369 

canning  industry,  480 

cement  companies,  131 

during  receiverships,  433 

flour  mills,  178-181 

insurance  companies,  95 

restaurants,  513 
Lumber  Industry, 

amortization  of  plant,  187 

bonds  for  timber  purchases,  184 

capitalization  of  carrying  charges,  184 

check  or  coupons  in  company  stores,  190 

depletion,  185 

freight  charges,  189 

improvements,  187 

income,  188 

inventory.  188 

land  account.  186 

land,  valuation.  186 

logs,  inventory  of.  188 

lumber  inventory.  188 

railroad  claims.  190 

sawmill  valuation.  187 

selling  methods.  189  .       , 

stumpage.  184  ^ 

timber  purchase.  184,  186 

tinder  and  overweights,  189 

M 

Machine  Rate  Basis  for  Burden,  113 
Machinery. 
valuation, 

chemical  plants.  161 
fertilizer  plants,  iss 
printers.  137 
Magazines  (see  afco  "Publishers") 

advertising  rates,  473 
Mail  Order  Houses. 
accounts  receivable.  363 
catalogues,  364 
claims,  363 

customers'  credits,  364 
cut-off,  361 
deferred  charges,  364 
inventory,  363 
postage  stamps,  363 
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Mail  Order  Houses — Continued 
purchase  commitments,  365 
sales  returns,  365 
unfilled  orders,  365 
Mail, 
revenue  from  transportation,  361 
verification  by, 
bank  loans,  19 

depositors'  bank  accounts,  33 
stock-brokers'  customers'  statement,  53 
Maintenance  Accounts, 
electric  light  companies,  319 
public  utilities,  397 
railroads,  343 
Manifest,  Ship's,  357.  3S8 
Manltfacturers, 
balance  sheet,  119,  i30 
burden, 

application,  116 
distribution,  113 
cost  audit,  iii 
costs, 
labor,  112 
material,  113 

sources  of  information  of,  113 
depreciation,  117 
financial  statements,  119,  I30 
freight  charges,  lis,  ii7 
idle  time  and  equipment,  114 
income,  118 
inventory,  115 
labor  costs,  113 
pay-roll  audit,  113 
pay-roll  cheques,  113 
production  reports,  119 
purchases, 

methods  of  ordering  and  receiving,  us 
purchasing  department,  examination  of ,  1 1 5 
real  estate, 
leased  by,  118 
owned  by,  118 
rent  from  property  owned  by,  118 
sale  of  plant  items,  118 
statistical  records,  119 
stores  system,  examination  of,  115 
time  records,  11 3,  114 
Margin  Record,  Stock-Brokers',  so 
Marine  Insurance,  361,  366 
Mark-on,  Department  Stores,  237 
Mark-up,  Department  Stores,  337 
Massachusetts, 

savings  bank  reports,  37.  38,  39 
Members'  Credit  Balances. 

insurance  companies,  105 
Metal,  Market,  133 


Metal  Mines, 
depletion,  201 
depreciation,  301 
expenses,  distribution  of,  303 
income,  303 
mining  claims,  ^3 
patent  rights,  303 
pay-rolls,  303 
production  audit,  302 

work  and  plant  accounts,  203 
Mileage  Records,  Taxicab,  334 
Mining  (see  "Coal  Mines,"  "Metal  Mines") 
Minute  Books, 

banks,  2S 

building  and  loan  associations,  8a 
Mortgages, 

coal  mines,  sinking  fund  for,  198 

held  by  real  estate  brokers,  275 

savings  banks,  examination  of,  36 
Motion  Picture  Industry, 

advertising,  471 

artists'  agreements,  461 

costs, 

literary  rights,  462 
pictures,  46S-468 

expenses,  461-468 

features,  460 

film  rentals,  470 

inventory,  463.  46s 

negative  and  positive  values,  468 

laboratory  equipment  and  inventories,  46s 

literary  rights,  463 

office  fixtures,  473 

studio  properties,  463 
Municipal  Audits, 

accounts  receivable,  383 

assessments,  382 

balance  sheet,  389-404 

costs,  386 

expenditures,  383 

financial  statements,  386 

franchises,  383 

improvements,  383 

inventory,  property  and  equipment,  383 

I)ay-rolls,  383 

purchases,  383 

rents,  382 

revenues,  380 

supplies,  383 

taxes,  381 

vouchers.  383 
Municipal  Finance, 

budget,  373,  373 

debt  limit,  386 

control  over,  377 
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Municipal  Ftsasck— Continued 

finance  department,  376 

financial  statements,  386 

methods,  372-380 

revenue  and  income  of  cities,  377 

sinking  funds,  385 

tax  rate,  37  s 
Murray  r.  Public  Utilitibs  Commission 

OF  State  of  Idaho,  29s 
Mutual  Insurance  Company,  105-107 

N 

National  Banks, 

examiners  for,  8 

loans  held,  examination  of,  30 
National  Coal  Association, 

accounting  system,  196 
National  Convention  of  iNSiniANCB  Com- 
missioners,    * 

value  of  securities,  93 
Necugence, 

bank  directors,  decisions.  x6 
New  York  State, 

laws, 

bank  examination,  13 

bank  surplus,  33 

insurance  examination,  87-93 

savings  bank  reports.  37 
New  York  Stock  Exchange, 

questionnaire  for  registered  member  firms. 
60 
Newspapers  (see  also  "Publishers") 

advertising  rates,  473 
Newton  p.  Consolidated  Gas  Co.  of  N.  Y., 

308 
NosTRO  Accounts,  71 
Notes  Payable. 

shipbuilding,  515 
Notes  Receivable, 

agricultural  machinery  manufacturers,  383 

automobile  dealers.  366,  368 

department  stores,  333 

fertilizer  manufacturers,  151 


Obsolescence, 

printers,  137 

publishers.  143 

stock  in  company  store,  coal  mines,  300 

textile  mills.  138 
Office  Equipment, 

depreciation,  motion  pictures,  472 
Oil  Producers, 

contracts.  305 

dividends,  3is 


Oil  Producers — Continued 
drilling  equipment,  308 
expenses,  311 
income,  311 

income  tax,  308,  313,  313 
inventory  valuation,  311 
leaseholds,  305,306 
part-interest  contract,  305 
production. 

costs,  317 

examination,  3 16 
properties, 

cost  of  development,  307 

depletion.  212-215 

depreciation,  313 

how  held  or  acquired,  304,  306 

purchase  or  sale  of,  investigationsfor,  215 

titles  to.  206 
royalties.  305 
runs  of  oil,  210 
selling  methods,  305 
selling  prices,  316 
stores  system,  309 
tanks,  310 

warehouse  account,  309 
Open  Balances, 

foreign  exchange,  353 
Options  in  Wheat,  178 
Overhead  (see  "Burden") 


Packing  Houses, 

accounts,  receivable  and  payable,  508 

by-products,  509 

inventory,  507 

subsidiaries,  509 
Part  Payment  Plan  (see  "Instalment  Ac- 
counts") 
Partnerships, 

agreements.  537-532 
Patent  Rights. 

metal  mines,  303 
Patients. 

accounts  of,  in  institutions,  433 
Patterns. 

foundry,  133 
Pay- Rolls, 

automobile  dealers.  373 

canning  industry,  480 

coal  mines,  199 

contractors',  489 

manufacturers',  audit  of,  113 

metal  mines.  303 

municipal.  383 
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Pennsylvania  Pubuc  Service  Comhissioh, 

289 
Pew  Rents.  441 

Pictures  (see  "Motion  Picture  Industry") 
Plant  Items, 

fertilizer  industry,  iss 

telephone  companies,  324 

valuation,  chemical  industry,  161 
Plates,  Publisher's,  141,  144 
Policies,  Insurance  (see  "Premiums") 
Postage 

mail  order  houses,  263 

publishers,  144 
Poster   Advertising,  476,  477 
Posting. 

foreign  exchange  accounts,  verification  of. 

74 
Preferences, 

in  receivership.  420 
Premiums. 

building  and  loan  associations,  78 

insurance  poUcies,  92,  102.  104,  105,  107' 
Prices, 

crude  oil,  216 
Principal  and  Income, 

estates  and  trusts,  410 
Printers, 

accounting  system,  standard,  138 

accounts.  138 

accounts  receivable,  135 

contracts.  13s 

cost  accounting  system,  137 

cost  records,  136 

depreciation,  137 

equipment,  137 

finished  goods,  136 

inventories,  136 

machinery,  137 

publishers,  as  own,  149 

raw  materials,  136 

work  in  process,  136 
Production, 

oil  wells,  216 
Production  Reports.  119 
Profit-Sharing  Plans, 

audit  of,  533-537 
Profits, 

building  and  loan  associations.  79 

deferred,  of  agricultural  machinery  manu- 
facturers, 286 

department  stores,  233 

fire  insurance  agent's  share,  loi 

flour  mills,  178-181 
Public  Service  Commissions, 

Pennsylvania  Act,  289 

powvn  of,  388-391 


Public  S&rvicb  Cotatissioss— Continued 

telephone  regulation,  323 

uniform  accounts,  291 
Public  Utilities  (see  also  "Electric  Light 

Companies,"    "Electric   Railroads,"    "Gas 

Companies,"      "Railroads,"      "Telephone 

Companies,"      "Steamship     Companies," 

Water  Companies") 

accounts, 

classification  301-304, 
uniform  system.  291 

betterments,  299 

Commission  of  State  of  Idaho,  Murray  v., 
295 

construction  accounts,  297 

cost  accounts,  classification  of,  397 

depreciation,  293 

maintenance  accounts,  297 

rates,  regulation,  304 

reg^ilation  by,  288-291' 

valuation,  309-313 
Publishers,  Book, 

accounts, 

accounts  receivable,  143 
book  costs  and  sales,  143 
instalment,  143 

advance  payments,  140 

book  plates,  141 

college  press,  440 

consigned  stock,  141 

copyrights,  142 

costs,  141 

depreciation,  141 

expenses,  144 

income,  143 

inventory,  140 

obsolescence,  142 

reserves  for  losses,  143 

royalties,  139 

supplies,  141 

unsold  copies.  140 
Publishers,  Newspaper 

accounts  receivable,  149 

advertising,  144 

advertising  methods,  473 

circulation,  144,  146 

costs,  149  * 

depreciation,  150 

income,  144-149 

liabilities,  150 

plates,  valuation  of,  144 

printing  costs,  149 

reserves,  148 

subscriptions,  144.  147 

unsold  copies,  148 

vmluation,  150 
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PuscRASBS  (see  also  "Commitments") 

checking  system,  manufacturers,  115 

discounts,  329,  34a 

freight  charges  deductible,  115 

invoices,  verification  of,  iis 

municipal  supplies,  383 

order  and  receiving,  methods  of,  11$ 

wholesale  business,  343 
Purchasing  Department, 

examination  of,  manufacturers,  115 


R 


Railroad  Cars, 

owned  by  coal  mines,  193 
Railroads  (see  also  "Electric  Railroads") 
accounts, 

bond  discount  and  expense,  341 

capital  and  revenue,  340 

construction  and  maintenance,  343 

Interstate  (Commerce  Commission  classi- 
fication, 340-34S 

renewals,  343 

replacements,  343 
balances  due  from  agents,  344 
betterments,  399 
depreciation,  34s 
expense  and  income  of,  owned  by    sugar 

mills,  173 
income,  traffic  earnings,  343 
regulation,  history  of,  339 
Real  Estate  (see  also  "Land  and  Develop- 
ment Companies") 
assessments,  378 
depreciation,  375 

leased  by  manufacturing  plants,  118 
owned  by, 

building  and  loan  associations,  78 

estate  or  trust,  407 

insurance  companies,  94 

manufacturing  plants,  118 
sale  of, 

by  insurance  companies,  94 

by  land  comiunies,  380 

by  receivers,  420 
valuation,  reserves  for  shrinkage,  376 
Real  Estate  Brokers, 
bonuses  on  leases,  276 
contracts  with  owners,  274 
depreciation  charges,  275 
expenses,  374 
fraudulent  methods,  377 
income,  374 
leases,  274 
mortgages  held  by.  37s 


Real  Estate  Brokers — Continued 
rentals  received  by,  274 
reserve  for  shrinkage,  276 
sales  of  real  estate,  376 
Receivers, 

appointment  of,  417  "" 

in  bankruptcy,  417 
in  equity,  417 
statements  to,  419 
Receiverships, 
accounts,  verification  of,  433 
capital  stock,  unpaid  subscriptions  to,  434 
court  orders,  419 

violation  of,  423 
deficiency  account,  438 
executory  contracts,  423 
financial  statements,  418,  424,  426 
fraudulent  representation,  423 
insolvency,  defined,  431 
liabilities,  separation  of,  434 
mismanagement,  433 
preferences,  430 
reconcilement  of  receiver's  opening  entries, 

433 
sale  and  dissolution  of  estate,  436 
set-offs  against  obligations,  433 
itatement  of  affairs,  418,  434,  436 
transfer  or  sale  of  property,  420 
unprofitable  business,  continuing,  433 
valuation  of  assets,  420 
Reconstruction  (see  "Replacements" 
Refunds, 

mail  order  houses,  264  j 

retail  business,  221  '' 

Reinsurance,  Reserves,  95,  103 
Renewals, 

coal  mines,  194 
railroads,  343 
Rent, 
coal  mine  property,  193,  300 
hotels,  505 

income  from,  94,  118,  175 
manufacturing  plant,  118 
motion  pictures,  470 
municipal,  382 
poster  advertising,  476 
received  by  real  estate  brokers,  374 
txx>m.  439,  446 
royalties  on  coal  mines,  193 
Repair  Shops, 

automobile  dealers,  373 
Rspairs, 
chemical  plants,  161 
fertilizer  plants,  156 
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Replacembkts, 
electric  light  companies,  319 
railroads,  342 
electric  railroads,  351 
Replevineo  Goods, 

instalment  houses,  244 
Reports, 
banks,  26 

savings  banks,  37-39 
Requisitions, 

stores  system,  manufacturers,  iia 
Reserves, 

accident,  electric  railroads,  354 

created  through  return  of  containers,  132, 
162 

depletion  (see  "Depletion") 

depreciation  (see  "Depreciation") 

employers'  liability  mutual  insurance  com- 
pany, 106 

fertilizer  manufacturers,  152,  156 

for  doubtful  accounts,  152 

for  instalment  account  losses,  143 

for  real  estate  shrinkages,  275 

for  repairs,  fertilizer  manufacturers,  156 

life  insurance,  104 

publishers,  143,  148 

reinsurance,  95,  103 

secret,  bank,  25 

unearned  discounts  in  banks,  34 
Restaurants, 

accounts,  510 

charges  to  customers,  Six 

clubs,  446 

colleges,  440 

costs,  510,  512 

department  stores,  333 

depreciation,  Si3 

hotels,  SOS 

losses,  S12 
Retail   Business    (see   also    "DeOartment 
Stores") 

accounting  methods,  221 

credit  memoranda,  222 

customers'  cash  deposits,  219,  332 

customers'  charge  accounts,  219 

employees'  charge  accounts,  230 

internal  check,  219 

inventory  of  stock,  220 

refunds,  220 
Retail  Method, 

department  stores,  227 
Revenue  (see  "Income") 
Room  Charges, 

clubs,  446 

colleges,  439 

hotels,  S04 


Royaltibs, 

coal  mines,  19a 
publishers,  139 


Sacks,  Cement,  Return  of,  133 
Salaries, 
banks,  25 

department  stores,  237 
Sales  (see  also  "Commitments") 
agricultural  machinery,  284,  386 
canning  industry,  480 
department  stores,  229,  233 
electric  light  companies,  318 
instalment  house  contracts,  343 
oil,  205,  216 

plant  items,  verification  of,  118 
property,  during  receivership,  430 
Salesmen, 

commissions,  241,  273,  281 
Savings  Banks, 
depositors'  accounts,  36 
examinations,  36-39 
mortgages,  examination  of,  36 
state  requirements,  37,  38,  39 
unclaimed  deposits,  37 
Sawmills  (see  "Lumber  Industry") 
Scenery, 

motion  pictures,  463 
Schools  (see  "Educational  Institutions") 
Securities, 

adjustment  of,  institutions,  430 
as  collateral,  examination  of,  banks,  30 
bank  examination,  17 
insurance  companies,  92 
margin  record,  stockbrokers,  so 
purchase  or  sale  of,  investment  compames,43 
stock-brokers, 
records  of,  46-Si 
verification  of.  Si 
Set-Offs  against  Obligations, 

receivers,  422 
Shipbuilding, 
accounts,  SI3 

contracts,  uncompleted,  513 
depreciation  and  amortization,  515 
expenses,  si4 
income  statements,  S16 
insurance.  Si 5 
notes  payable,  515 
Shipment  ok  Goods, 

incoming,  freight  charges  on,  115 
outgoing,  freight  charges  on,  1 17 
ship  cargoes,  357 


INDEX 


SS7 


Short-Term  Crbdit, 

extended  by  chemical  manufacturers,  158 
Showings,  Advertising,  476,  478 
Signs.  Advertising,  476,  477 
Sinking  Funds, 
coal  mines,  198 
municipal,  385 
Slop  Chests,  steamships,  361 
Specie, 

foreign  exchange,  75 
State  Aid  to  Institutions,  434 
State  Banks, 
examiners  for,  8 
loans  held,  examination  of,  30 
State,  Regulations, 
bank  examinations,  1 1 
insurance  examinations,  86 
Statements    (see    also    "Financial    State- 
ments") 
foreign  exchange  houses,  74 
insurance,  forms,  87-92 
of  affairs,  receiver's,  418,  424,  436 
Steam  Railroads  (see  "Railroads") 
Steamship  Companies, 
^  accounts, 
agents,  363 
freight,  337 
masters',  363 

revenue  and  expense,  368-370 
prescribed  by  Emergency  Fleet  Corpo- 
ration, 367 
audit  points,  363 
balance  sheet  items,  365 
bill  of  lading,  357 
branch  offices,  363 
cargoes,  357 

demurrage  and  despatch,  360 
depreciation,  365 
dock  and  tally  sheet,  358 
expenses,  361 
income, 
bridge  tolls,  361 
chartering  of  ships,  358,  359 
freight  revenue,  358 
mail  revenue,  361 
passenger  revenue,  359 
slop  chest  revenue,  361 
insurance,  361,  366  . 
.  manifests,  357.  3S8 
j>ort  charges,  363 

ship  charters,  357  « 

tonnage  terms,  356 
Stock    (see   also    "Capital   Stock,"    "Divi- 
dends, "Stores  System") 
bought  on  part  payment  plan,  as  a  con- 
tingent liability,  stockholders,  44 


Stock-Brokers, 

abbreviation  in  books,  45 

bank  account.  53 

cash  and  transfer  stamps,  53 

clearing-house  blotter,  46 

commissions,  54 

customer's  statements,  53 

dividend  account,  54 

ex-clearing  house  blotter,  47 

fraud.  55 

income  collected  during  audit,  54 

interest.  53 

ledgers,  48 

liquidating  balance  sheet,  56-59 

loan  record.  51 

margin  record,  50 

margins  in  customer's  accounts,  53 

money  loans  record.  50 

New  York  State  Exchange  questionnaire,  60 

records,  46-51 

securities  and  loans,  verification  of,  51 

stock  record,  48 

trial  balance,  53 
Stock  Dividends, 

apportionment  of,  in  estate,  416 
Stock-in-Trade, 

\n  hands  of  foreign  agents,  exporters,  353 

obsolete,  138,  343 
Storage  Charges, 

fertilizer  industry,  153 
Stores  (see  also  "Company  Stores,"  "Storef 

System") 
Stores  System,  ->. 

automobile  dealers,  373  / 

coal  mines,  199 

examination  of,  I  IS 

fisheries.  499 

oil  producers,  309 

requisitions  for  material  issued,  1 13 
Studio,  Motion  Picture,  463 
Stumpage,  183 
Subscriptions, 

magazines  and  newspapers,  144,  147 
Subsidiary  Companies, 

packing  houses,  509 

telephone  companies,  338,  339 
Sugar  Mills, 

Vjolonos,  166 

contracts  with  growers.  167 

costs, 

operating,  171 
segregation  of  items,  173 
sugar,  167,  168,  170 

deferred  charges.  168 

depreciation,  173 

ezjMnses,  170 
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Sugar  Mills — Continued 

income,  173.  I7S 

inventory,  174 

mantifacturing  methods,  169 

railroad  income  and  expenses,  17a 

sales  of  sugar,  173 

seasonal  features,  170 

warehouse  expenses,  173 
Supplies, 

hotels,  S04 

institutions,  431 
Surety  Companies,  107 
Surplus,  Bank, 

examination  of,  22 


Taxes  (see  also  "Income  Tax") 
as  deferred  charges,  279 
beverage  manufacturers,  164 
building  and  loan  associations,  83 
estates  and  trusts,  412 
examination  of  returns,  banks,  35 
land  and  development  companies,  379 
municipal, 

audit  of,  381 

rates,  37s 
telephone  companies,  330 
Taxicab  Companies, 
accounts,  331 
depreciation,  334 
irregularities  in  accounts,  333 
mileage  records,  334 
operated  by  garage,  502 
statement  of  earnings  and  expenses,  335- 

338 
taximeters,  331 
Telephone  Companies, 
accounts, 

plant,  324 

receivable,  3  28 

uniform  system,  333 
betterments,  325 
collections.  329 

controlled  companies,  338,  329 
depreciation,  325-327 
directories,  330 
income,  328,  330 
investments,  328 
liabilities,  contingent,  339 
plant  retirements,  325 
regulations,  323 
subscribers'  accounts,  328 
taxes,  330 
Textile  Mills, 

automobile  tire  fabric  manufactory,  139 
cost  system,  137 


Textile  Mills — Continued 

costs,  137 

inventory, 
finishing  mill,  126 
methods  of  taking,  I3S 
valuation,  124,  127 

obsolete  stock,  128 

proof  of  inventory,  136 

raw  materials,  125 

waste,  126 

work-in- process  inventory,  126,  128 
Theaters,  450-454 

accounting  procedure,  450 

cash  receipts,  450 
Theatrical  Companies, 

accounts,  454 

depreciation,  458 

statement  of  receipts  and  disbursements 
456 

treasurer's  cash  book,  454 

weekly  settlements,  457 
Timber  (see  "Lumber  Industry") 
Time  (Long)  Bills  of  Exchange,  76 
Time  Records,  Labor,  112,  114 
Title  Guarantee  Companies,  107 
Travelers'  Letters  of  Credit,  70 
Tonnage  Terms, 

steamship  companies,  356 
Trial  Balance, 

stock-brokers,  53 
Trust  Companies, 

examination  of,  40 
Trust  Funds, 

church  organizations,  442 

institutions,  434 
Trustees  (see  "Executors  and  Trustees") 
Tuition  Fees, 

educational  institutions,  439 
Turnover, 

agricultural  machinery,  283 

retail  trade,  237 

u 

United   States,   Kansas   City  Southern' 
Ry.  Co.  v.,  296 

United  Typothetae  of  America, 
depreciation  rates,  137 
standard  accounting  system,  138 

V 

Valuation, 

estate,  by  receivers,  420 
fertilizer  plants,  155 
inventory  (see  "Inventory") 
investments, 

of  insurance  companies,  93 

of  investment  companies,  43 
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Valuation — Continued 

Itimber  plants,  187 

newspapers,  150 

public  utilities,  309-313 
Vessels    (see    "Shipbuilding,"    "Steamship 

Companies") 
VosTRO  Accounts,  73 
Vouchers, 

church  expenses,  441 

nranidpal  expenditures,  383 

w 

Wages. 

coal  mines,  199 

methods  of  paying,  113 

rent  deducted  from,  118 
Warehouse  Receipts,  343 
Warehouses, 

chain  stores,  360 

coal  mines,  191 

stock  in,  wholesale  merchants,  343 

sugar  mills,  173 
Waste,  Textile  Mill,  126 
Water  Cokpaniec,  321-323 
Wheat  (see  "Flour  Mills") 
Wholesale  Business, 

discounts,  trade,  242 

export  trade,  241 


Wholesale  Business — Continued 

foreign  accounts,  241 

goods  carried  on  consignment,  343 

inventory,  243 

items  not  included  in  sales  figures,  341 

obsolete  merchandise,  243 

price  comparisons,  343 

purchase  contracts,  341 

salesmen's  contracts,  341 
WiLLcox  et  al..  King  Coxnmr,LiGHTiNC  Co. 

v.,  30S-307 
Wool, 

inventory  valuation,  137 
Woolen  Mills  (see  "Textile  Mills") 
Work-in-Progress, 

automobile  repair  shops,  373 

inventory  valuation,  116 

printers,  136 

shipbuilding,  513 

textile  mills,  136 
inventory  of,  138 
Workmen's  Compensation  Insukanck, 

fund  for,  201 
Workmen's    Compensation,    Insurance 

Company  Examination,  105-107 


Yates,  a  al.,  Jones  National  Bank  v.,  16 
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